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Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC) 
was  established  in  1863  as  a  bureau  of  the  Department 
of  the  Treasury.  The  OCC  is  headed  by  the  Comptroller, 
who  is  appointed  by  the  President,  with  the  advice  and 
consent  of  the  Senate,  for  a  five-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Examine  the  banks; 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital,  or  other  changes  in  corporate 
or  banking  structure; 

•  Take  supervisory  actions  against  banks  that  do 
not  conform  to  laws  and  regulations  or  that  other¬ 
wise  engage  in  unsound  banking  practices, 
including  removal  of  officers,  negotiation  of  agree¬ 
ments  to  change  existing  banking  practices,  and 
issuance  of  cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and 
investment  practices  and  corporate  structure. 

The  OCC  divides  the  United  States  into  six  geographi¬ 
cal  districts,  with  each  headed  by  a  deputy  comptroller. 

The  OCC  is  funded  through  assessments  on  the 
assets  of  national  banks,  and  federal  branches  and 
agencies.  Under  the  International  Banking  Act  of 
1978,  the  OCC  regulates  federal  branches  and  agen¬ 
cies  of  foreign  banks  in  the  United  States. 
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The  Comptroller 

Eugene  A.  Ludwig  took  the  oath  of  office  on  April  5, 
1993,  as  the  27th  Comptroller  of  the  Currency. 

By  statute,  the  Comptroller  serves  a  concurrent  term 
as  director  of  the  Federal  Deposit  Insurance 
Corporation  and  the  Neighborhood  Reinvestment 
Corporation.  The  Comptroller  also  serves  as  a  mem¬ 
ber  of  the  Federal  Financial  Institutions  Examination 
Council. 

Mr.  Ludwig  joined  the  OCC  from  the  law  firm  of 
Covington  and  Burling  in  Washington,  D.C.,  where  he 
was  a  partner  beginning  in  1981.  Fie  specialized  in 
intellectual  property  law,  banking,  and  international 
trade.  He  has  written  numerous  articles  on  banking 
and  finance  for  scholarly  journals  and  trade  publica¬ 
tions,  and  served  as  a  guest  lecturer  at  Yale  and 
Harvard  law  schools  and  Georgetown  University's 
International  Law  Institute. 

Mr.  Ludwig  grew  up  in  York,  Pennsylvania,  where  he 
attended  York  Suburban  High  School.  He  earned  a 
B.A.  magna  cum  laude  from  Haverford  College  in 
Pennsylvania.  He  received  a  Keasbey  scholarship  to 
attend  Oxford  University,  where  he  studied  politics, 
philosophy,  and  economics  and  earned  a  B.A.  and 
M.A.  He  holds  an  LL.B.  from  Yale  University,  where  he 
served  as  editor  of  the  Yale  Law  Journal  and  as  chair¬ 
man  of  Yale  Legislative  Services. 
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Condition  and  Performance  of  Commercial  Banks 


Commercial  banks  earn  record  $14.8 
billion  in  third  quarter 

Over  the  last  year,  banks  increased  their  equity  capital 
from  $375  billion  to  $415  billion.  Equity  capital  to  assets 
for  the  entire  industry  now  represents  8.5  percent  of 
total  assets.  This  combined  increase  in  earnings  and 
capitalization  reflects  continued  financial  health.  The 
earnings  increases  were  well  distributed  with  fewer 
than  1  in  25  banks  unprofitable  year  to  date.  As  of 
September  30,  1997,  bank  return  on  equity  was  14.7 
percent  and  return  on  assets  was  1.2  percent.  Credit 
quality  appears  to  remain  high,  although  anecdotal  evi¬ 
dence  suggests  a  deterioration  in  underwriting  stan¬ 
dards.  The  ratio  of  noncurrent  loans  to  total  loans 
declined  to  less  than  1.0  percent.  The  banking  indus¬ 
try  is  currently  as  profitable  and  financially  healthy  as  it 
has  been  at  any  point  in  the  postwar  period. 

National  Bank  Financial  Trends  and 
Condition 

The  return  on  equity  (ROE)  for  national  banks  was 
14.3  percent  for  the  third  quarter,  a  decrease  of  73 
basis  points  from  a  year  ago  and  97  basis  points  from 
the  second  quarter.  The  year-to-year  decline  in  ROE 
in  the  third  quarter  was  reported  only  by  banks  over 
$10  billion  in  assets.  All  other  bank  groups  reported 
an  increase  in  their  ROE.  The  return  on  assets  (ROA) 
remained  the  same  at  1.25  percent  from  a  year  ago. 

Over  the  last  12  months,  the  ratio  of  noncurrent  loans 
to  total  loans  declined  from  1.10  percent  to  0.97  per¬ 
cent.  Loss  provisioning  as  a  percent  of  total  loans  and 
leases  increased  to  0.7  percent,  up  12  basis  points 
from  a  year  ago.  A  surge  in  loan  growth  in  the  past 
three  quarters  of  1997  can  be  attributed  principally  to 
mergers  and  roll-ups. 

The  strong  performance  of  national  banks  over  the 
past  several  years  is  indicated  in  their  composite  rat¬ 
ings  (see  chart  of  CAMEL  ratings  of  national  banks  in 
appendix  following  this  section).  As  of  the  third  quar¬ 
ter,  under  4  percent  of  banks  had  a  CAMEL  rating  of 
3,  4,  or  5.  Following  five  years  of  sustained  bank  earn¬ 
ings  growth,  a  natural  question  arises:  When  and  how 
will  the  bank  earnings  boom  end? 

When  will  the  bank  earnings  boom  end?  The  bank 
earnings  boom  will  end  when  the  U.S.  economy 
enters  its  next  recession.  Barring  a  recession,  it  is 


likely  that  aggregate  bank  earnings  will  remain  stable, 
particularly  if  the  economy  continues  to  expand  mod¬ 
estly.  Banks,  however,  will  not  be  able  to  sustain 
record  earnings  much  longer  given  increased  com¬ 
petition  and  more  modest  economic  growth.  But  as 
long  as  interest  income  continues  to  drive  aggregate 
bank  earnings,  and  interest  income  remains  pro¬ 
cyclical,  banks  will  continue  to  be  profitable. 

How  will  the  bank  earnings  boom  end?  It  is  unclear 
how  the  bank  earnings  boom  will  end,  because  it  is 
not  clear  how  the  next  recession  will  evolve.  Two 
paths  to  recession  are  possible.  The  first  possibility  is 
a  demand-led  recession.  The  second  is  a  supply-led 
recession.  Because  of  the  important  economic  events 
of  the  fourth  quarter,  we  have  included  some  discus¬ 
sion  and  preliminary  analysis  of  the  potential  impacts 
of  these  events. 

The  typical  U.S.  recession  since  the  1960s  was 
demand-led.  Demand-led  recessions  follow  periods 
when  aggregate  demand  exceeds  supply,  price 
indices  rise,  yield  curves  flatten,  and  the  growth  in  the 
economy  becomes  excessive.  The  Federal  Reserve 
then  typically  intervenes  to  counter  inflation.  Interest 
rates  rise.  Recession  may  ensue. 

The  second  type  of  recession,  supply-led,  has  not 
occurred  in  the  United  States  since  the  1920s.  In  this 
case  the  symptom  is  not  inflation,  but  deflation. 
Growth  starts  with  strong  investment  demand.  Firm 
productivity  expands,  allowing  firms  to  prosper  with¬ 
out  raising  prices.  After  a  period  of  investment-led 
growth,  fueled  in  part  by  capital  inflows,  competition 
increases  and  the  rates  of  return  on  investments  ulti¬ 
mately  decline.  Inventories  accumulate  as  supply 
outstrips  demand.  Prices  fall.  Firms  lay  off  workers  as 
they  cut  costs  to  maintain  profitability.  A  supply-led 
recession  appears  to  be  developing  in  the  Far  East.  In 
Japan,  for  example,  a  recession  seems  to  be  emerg¬ 
ing  that  can  only  be  attributed  to  overinvestment. 

Neither  type  of  recession  can  be  characterized  as 
“likely"  at  this  point.  However,  the  world  changed  dur¬ 
ing  the  fourth  quarter  of  1997.  A  554-point  drop  in  the 
Dow  Jones  Industrial  Average  followed  by  a  rapid, 
within-the-week  recovery;  the  official  recognition  ot 
the  collapse  of  financial  institutions  in  Japan;  and  the 
deflationary  experience  in  Asia  and  Latin  America 
contribute  to  a  climate  of  increased  uncertainty 
Ironically,  U.S.  unemployment  has  fallen  to  4  6  per¬ 
cent,  the  lowest  level  since  1970. 
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While  the  post-October  26  outlook  for  the  U  S.  econ¬ 
omy  is  clearly  more  uncertain  than  earlier  in  1997,  our 
baseline  still  calls  for  slow  growth  in  the  economy  with 
stable  prices  through  1998.  Greater  uncertainty  in  this 
case  means  a  higher  risk  of  recession  in  1998  than 
we  had  previously  considered.  This  suggests  that 
banks  ill-prepared  for  a  recession  have  a  higher  value 
at  risk  and  are  exposed  to  greater  earnings  losses. 

This  report  divides  into  two  parts: 

Part  I,  Macroeconomic  Overview.  This  part  presents 
an  interpretation  of  fourth  quarter  1997  events  and  a 
baseline  forecast  (scenario  1),  which  calls  for  modest 
growth  with  stable  prices.  This  baseline  is  favorable 
to  banks.  Alternatives  to  this  baseline  forecast  include 
both  deflationary — recession  and  inflationary — slow 
growth  scenarios.1 

Part  II,  Implications  of  the  Macroeconomy  for  National 
Banks.  The  second  part  uses  third  quarter  1997 
Report  of  Condition  and  Income  (call  report)  and 
recent  OCC  research  findings  to  quantify  the  risk 
implications  for  the  three  scenarios  in  Part  I.  Improved 
national  bank  financial  conditions  in  the  third  quarter 
suggest  fewer  national  bank  failures  and  Federal 
Deposit  Insurance  Corporation  (FDIC)  resolutions 
during  the  next  five  years  in  the  baseline  scenario. 

Part  I.  Macroeconomic  Overview 

Expectations  about  the  outlook  for  the  macroecono¬ 
my  directly  affect  the  performance  of  national  banks. 
The  costs  of  options  and  futures  contracts  used  by 
banks  to  hedge  their  interest  rate  risk,  for  example, 
are  directly  affected  by  the  perceived  volatility  in  the 
values  of  underlying  contracts  and  commodities. 
When  the  cost  of  hedging  rises,  national  banks’  earn¬ 
ings  must  either  decline  or  the  bank  must  take  addi¬ 
tional  risks  in  order  to  maintain  a  constant  rate  of 
return.  In  the  post-October  26  environment,  the  role 
of  expectations  in  market  performance  has  become 
ever  more  obvious. 

In  this  section,  we  present  three  alternative  scenarios 
for  the  U.S.  economy: 

•  Stable  prices  and  moderate  growth  (50  percent 
probability) 

•  Falling  prices  with  lower  growth  (35  percent 
probability) 


Tie  three  scenarios  provided  reflect  a  consensus  projection 
de'  i/ed  from  a  variety  of  sources  including  the  Blue  Chip  Economic 
Indicators  Data  Resources  Incorporated,  and  discussions  with 
financial  analysts 


•  Rising  prices  with  faster  growth  (15  percent 
probability) 

The  key  indicators  of  which  scenario  would  be  likely 
to  emerge  during  the  coming  year  are: 

•  The  level  of  inflation:  do  prices  remain  stable, 
rise,  or  fall? 

•  Does  the  International  Monetary  Fund  (IMF)  suc¬ 
ceed  in  getting  Asian  countries  to  discipline 
their  economies? 

•  Do  Japanese  investors  repatriate  their  foreign 
investments,  particularly  their  U.S.  Treasury 
securities? 

Our  forecast  hinges,  in  large  measure,  on  the 
answers  to  these  three  questions. 

Synthesizing  these  views  of  the  future,  two  points  can 
be  made  with  some  confidence: 

•  The  U.S.  economy  is  likely  to  continue  growing, 
but  at  a  slower  pace  than  in  the  recent  past.  This 
is  typical  of  the  final  stages  in  a  business  cycle. 
This  is  good  news  for  banks  because  unem¬ 
ployment  rates  are  likely  to  remain  low,  con¬ 
sumer  savings  are  likely  to  expand,  and  con¬ 
sumers  are  likely  to  maintain  the  income  neces¬ 
sary  to  repay  their  loans.  Prices  will  likely  remain 
stable  because  low-cost  imports  will  place  a 
ceiling  on  domestic  pressure  to  raise  prices  and 
because  labor  productivity  will  remain  high. 

•  The  market  volatility  faced  by  financial  institu¬ 
tions  will  likely  rise.  Bank  earnings  will  probably 
decline  with  increased  competition  among 
lenders,  as  is  customary  late  in  the  business 
cycle.  Barring  Federal  Reserve  intervention, 
recession  conditions  in  Asia  and  other  regions 
will  contribute  to  this  effect  by  reducing  export 
demand  and  placing  a  ceiling  on  how  high  firms 
can  raise  prices.  Federal  budgetary  restraint 
and  increased  tax  revenues  will  reduce  pres¬ 
sure  on  bond  markets,  lowering  interest  rates 
and  reducing  the  spread  between  long-  and 
short-term  interest  rates.  Lower  interest  rate 
spreads  will  pressure  banks  to  reduce  costs 
and  compete  more  aggressively  for  high  margin 
accounts. 

Banks,  unwilling  to  accept  lower  earnings  in  this  new 
environment,  will  enter  new  high-margin  markets  and 
in  so  doing  can  be  expected  to  make  mistakes. 
During  1997,  the  story  behind  consumer  credit  card 
lending  and  international  lending  for  some  banks 
concerns  possible  mistakes.  Eventually,  such  mis- 
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takes,  if  sufficiently  wide  and  deep,  may  contribute  to 
recession  or  at  least  extend  the  duration  of  recession. 
Although  we  view  the  probability  of  recession  as  cur¬ 
rently  rising,  the  probability  of  recession  during  1998 
remains  low. 

Scenario  1:  Stable  Prices  and  Moderate  Growth 
(Probability:  50  percent) 

Under  our  baseline  scenario,  prices  remain  stable 
and  growth  in  the  U.S.  economy  slows  from  its  1997 
pace.  No  recession  occurs  in  1998  (see  table  1  in  the 
appendix  following  this  section).  We  assume  opti¬ 
mistically  that  the  crisis  in  Asian  markets  and  the 
volatility  in  world  financial  markets  serve  to  extend  the 
current  business  cycle  by  reducing  growth  to  a  more 
sustainable  level.  A  federal  government  budget  sur¬ 
plus  lowers  interest  rates.  The  U.S.  economy  remains 
the  engine  of  growth  in  the  world  market. 

Key  indicators  of  this  scenario  are: 

•  Prices  remain  stable 

•  Japanese  investors  maintain  their  foreign  invest¬ 
ments  in  U.S.  Treasury  securities 

•  The  IMF  succeeds  in  containing  the  Asia  crisis 
in  Southeast  Asia 

Effects  of  Asian  Turmoil  on  U.S.  Economic  Growth 
and  Markets 

Economic  growth.  Although  exports  account  for  only 
13.5  percent  of  U.S.  gross  domestic  product  (GDP), 
they  accounted  for  37  percent  of  total  GDP  growth 
last  year.  A  slowdown  in  U.S.  exports  to  Asia  and 
other  regions  therefore  translates  almost  immediately 
into  slower  U.S.  growth.  If  this  slowdown  also  reduces 
capacity  utilization,  the  productivity  of  U.S.  producers 
could  decline. 

Asia  accounts  for  about  30  percent  of  U.S.  exports. 
Under  our  baseline  scenario,  all  the  Asian  countries 
experience  sharp  slowdowns  next  year.  The  baseline 
forecast  for  Asia  is  3.5  percent  growth  over  the  next 
year,  the  slowest  pace  in  over  two  decades  and  about 
half  of  the  growth  previously  forecasted.  Using  this 
information,  we  can  compute  a  rough  estimate  of  the 
likely  effects  of  the  Asian  crisis  on  growth  in  U.S.  GDP. 
If  all  Asian  countries  reduced  their  imports  by  the 
same  amount  as  their  growth  declines,  U.S.  GDP 
could  decline  by  as  much  as  2  percent  (13.5  x  30  x 
50  percent).  The  Asian  countries  hardest  hit  by  this 
crisis,  however,  account  for  only  4  percent  of  U.S. 
exports  which  is  why  most  market  analysts  put  the 
effect  on  U.S.  GDP  at  about  0.6  percent  (4  x  30  x  50 
percent). 


The  U.S.  economy  will  grow  about  3.6  percent  during 
1997.  If  the  Asian  crisis  had  reduced  U.S.  GDP  by  2 
percent  in  1997,  the  U.S.  economy  would  still  have 
grown  by  1.6  percent  and  no  recession  would  have 
occurred.  This  implies  that  the  Asian  crisis  is  unlikely 
to  throw  the  U.S.  economy  into  recession  unless  it 
spreads  to  other  regions.  Presuming  that  the  IMF 
does  its  job  effectively,  this  contagion  is  unlikely. 

Corporate  earnings.  Asia  accounts  for  only  5  percent 
of  U.S.  total  corporate  earnings.  The  firms  likely  to  be 
hardest  hit  export  infrastructure  materials,  machinery, 
and  services  to  Asia. 

Capital  goods  account  for  42  percent  of  U.S.  exports. 
Although  exports  of  capital  goods  make  up  15  per¬ 
cent  of  total  U.S.  exports  to  Asia,  much  of  that  is  in 
technology  components,  which  are  assembled  into 
computers  and  other  products  in  Asia  and  re-export¬ 
ed  to  the  U.S.  and  other  countries.  Therefore,  while 
local  purchases  of  technology  products  will  slow 
down,  U.S.  companies  could  benefit  from  lower  costs 
on  goods  assembled  in  Asia. 

Commercial  bank  lending.  According  to  the  Federal 
Reserve,  total  foreign-loans-outstanding  lending  by 
U.S.  banks  were  $652  billion  as  of  June  30.  Of  that, 
only  $131  billion  were  Asian  loans — less  than  3  per¬ 
cent  of  the  bank  total  assets. 

Effect  on  bond  markets.  Japan’s  central  bank  and  pri¬ 
vate  investors  hold  about  10  percent  of  all  U.S. 
Treasury  bills,  notes,  and  bonds.  Flow  likely  are  the 
Japanese  to  divest  themselves  of  their  U.S.  bond 
holdings? 

A  Japanese  sell-off  is  currently  unlikely  because  of 
the  interest  rate  premium  on  U.S.  bonds.  Long-term 
interest  rates  are  currently  some  400  basis  points 
higher  in  the  United  States  than  in  Japan.  For  this  rea¬ 
son,  most  analysts  believe  that  Japanese  investors 
are  more  likely  to  raise  cash  by  borrowing  against 
these  securities  than  by  selling  them. 

If  Japanese  investors  were  to  liquidate  their  U.S. 
bond  holdings,  U.S.  interest  rates  would  not  neces¬ 
sarily  rise  because  the  bonds  would  simply  change 
hands.  This  fall  the  U.S.  bond  market  has  been  the 
net  recipient  of  foreign  investment,  particularly  non- 
Japanese  Asian  investment.  Japanese  investors 
could  easily  liquidate  their  holdings  without  affecting 
U.S.  interest  rates,  provided  the  liquidation  was  order¬ 
ly  and  stretched  out  over  time.  Wholesale  repatriation 
of  Japanese  investments  would  drive  up  the  value  of 
the  yen  and  make  Japanese  exports  less  competitive 
This  makes  it  unlikely  that  the  Japanese  would  pro¬ 
mote  such  actions  as  a  matter  of  policy 
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Scenario  2:  Falling  Prices  and  Negative  Growth 
(Probability:  35  percent) 

Under  our  second  scenario,  the  Asian  crisis  spreads 
from  Asia,  to  Latin  America  and  to  the  rest  of  the 
world,  prompting  a  worldwide  recession.  The  U.S. 
economy  follows  the  rest  of  the  world  into  recession 
because  of  weakening  export  demand,  falling  import 
prices,  and  a  stronger  dollar.  Interest  rates  may  drop 
from  the  recession.  Domestic  prices  decline  with 
import  competition  and  U.S.  firms  cut  costs  through 
layoffs,  raising  the  level  of  unemployment.  The  reces¬ 
sion  lasts  into  1999  because  global  excess  capacity 
and  trade  tensions  make  recovery  long  and  difficult 
(see  table  2  in  the  appendix  following  this  section). 

Key  indicators  of  this  scenario  are: 

•  U.S.  prices  begin  to  fall  (deflation) 

•  Japanese  investors  begin  repatriating  their 
investments  in  U.S.  bonds  and  other  investors 
are  not  forthcoming 

•  The  IMF  fails  to  contain  problems  in  Southeast 
Asia  either  because  of  a  lack  of  Asian  coopera¬ 
tion  or  a  lack  of  funds 

Scenario  3:  Rising  Prices  and  Stronger  Growth 
(Probability:  15  percent) 

Under  this  final  scenario,  a  brief  slowdown  induced  by 
Asian  troubles  lowers  U.S.  interest  rates  and  strength¬ 
ens  the  U.S.  economy.  A  federal  government  surplus 
reinforces  lower  interest  rates.  The  U.S.  economy  con¬ 
tinues  growing,  bolstered  by  higher  labor  productivity 
and  cheap  imports.  However,  a  shortage  of  skilled  tech¬ 
nology  workers  forces  up  wage  rates  and  inflation  rates 
rise  (see  table  3  in  the  appendix  following  this  section). 

Key  indicators  of  this  scenario  are: 

•  Rising  U.S.  price  levels  (inflation) 

•  No  change  in  Japanese  investment  in  U.S. 
Treasury  securities 

•  Prompt  recovery  of  Southeast  Asian  country 
economies  from  the  recent  crises 

Part  II.  Implications  of  the  Macroeconomy 
for  National  Banks 

This  section  explores  three  components  of  the  condi¬ 
tion  outlook  the  short-term  quarter-to-quarter  view, 
the  five-year  alternative  macroeconomic  scenarios, 
and  a  longer  term  perspective. 


Short-Term  Effects:  Quarter-to-Quarter  Risk  Outlook 

Relative  to  the  second  quarter,  financial  ratios  suggest 
some  improvement  in  the  financial  condition  of  banks. 
The  number  of  weak  national  banks  appears  to  have 
dropped  during  the  third  quarter.  But  such  a  risk 
assessment  does  not  reflect  the  perspective  that  risk 
now  depends  upon  future  events.  Any  view  of  risks 
borne  by  national  banks  now  must  reflect  some  macro- 
economic  outlook.  Macroeconomic  events  affect  risk  in 
the  banking  system  through  changes  in  the  profitabili¬ 
ty  of  bank-funded  investments  and  in  the  ability  of  bank 
customers  to  repay  their  obligations.  To  compare  risks 
during  the  second  and  third  quarters  of  1997  therefore, 
we  must  have  a  consistent  basis  for  quantifying  risk. 

The  OCC  bank  calculator  program  permits  us  to  sim¬ 
ulate  the  effects  of  quarter-to-quarter  changes  on  the 
probability  that  national  banks  will  fail  using  capital 
ratios,  unemployment,  and  a  few  pertinent  variables.2 

If  we  assume  that  macroeconomic  conditions  in  the 
third  quarter  remain  unchanged  over  the  next  few 
years,  then  we  can  say  that  aggregate  risks  are  lower 
now  than  they  were  in  the  second  quarter. 

Assuming  that  the  macroeconomy  remains  free  of 
recession,  the  number  of  national  banks  projected  to 
have  greater  than  a  10-percent  chance  of  failure  over 
the  next  five  years  is  43,  roughly  8  per  year.  This  actu¬ 
ally  represents  an  improvement  in  the  condition  of  the 
national  banks  over  the  last  quarter’s  projection. 

This  improvement  reflects  a  decline  in  unemployment 
rates  and  a  good  read  by  banks  on  interest  rate 
changes  during  the  quarter.  Many  national  banks 
improved  their  capital  position  during  the  quarter.  The 
combination  of  these  effects  reduced  the  number  of 
national  banks  with  measurable  risk  exposure  during 
the  quarter. 

Technically  the  model  assigns  a  probability  of  resolu¬ 
tion  to  each  national  bank.  It  does  not  assign  a  likeli¬ 
hood  of  100  percent  to  any  one  bank. 

Assume  for  purposes  of  risk  quantification  that  all 
banks  exhibiting  an  estimated  probability  of  failure  that 
exceeds  10  percent  over  the  next  five  years  are 
“screened,"  that  is,  they  will  fail.  The  total  number  of 
projected  national  bank  failures  over  five  years  is  only 
43,  down  almost  50  percent  relative  to  last  quarter's 
projections.  This  reduction  in  projected  failures  reflects 


^The  bank  calculator  is  an  OCC  Windows-based  program  It 
employes  coefficients  from  an  econometric  model/analysis  of 
national  bank  failures  over  the  period  1985-96  It  simulates  the 
effects  of  changing  economic  and  banking  circumstances  on  the 
probability  of  national  bank  failure. 
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the  improvement  in  bank  capitalization  during  the 
quarter  as  well  as  a  reduction  in  unemployment  rates. 

The  number  of  screened  banks  rose  slightly  in  the 
Northeastern  District,  but  fell  in  all  other  districts.  The 
Central  district  had  the  largest  drop  in  screened 
banks  on  a  percentage  basis:  down  54  percent,  a 
decline  from  14  to  6  banks  screened. 

Five-Year  Outlook:  Risk  Assessments  under 
Alternative  Macroeconomic  Scenarios 

Under  the  baseline  scenario,  49  national  banks  had  a 
greater  than  10  percent  chance  of  failure  over  five 
years.  Recall  the  baseline  represents  a  moderate- 
growth,  slightly  higher  unemployment  scenario. 

In  our  worst-case  scenario  (scenario  2 — falling  prices 
and  recession),  unemployment  rises  to  an  average  of 
6.7  percent  and  Treasury  spreads  rise  137  basis 
points  during  1998.  We  estimate  the  number  of 
national  banks  with  a  greater-than-10-percent 
chance  of  failure  will  rise  almost  30  percent  over  the 
baseline — from  49  to  63,  over  the  next  five  years.  If 
these  changes  are  accompanied  by  a  deterioration  in 
the  average  bank-capital-to-asset  ratio  of  as  little  as 
1  percent,  the  number  of  screened  banks  rises  to  94, 
almost  double  the  number  of  banks  screened  in  our 
baseline  scenario. 

The  third  scenario  (higher  inflation  and  lower  unem¬ 
ployment)  is  comparable  to  baseline  projections. 
Historically  banks  have  typically  done  well  during 
inflationary  periods.  The  actual  number  of  projected 
national  bank  failures  (greater  than  10  percent  chance 
of  failure)  is  only  43  banks  over  the  next  five  years. 

While  these  scenarios  may  provide  some  comfort  that 
the  national  banking  system  is  relatively  secure  in  its 
ability  to  handle  alternative  macroeconomic  condi¬ 
tions  compared  to  where  it  was  in  the  chaos  of  the 
1980s,  several  points  need  to  be  made: 

•  Our  model  projects  only  the  average  levels  of  risk. 
The  volatility  or  the  degree  of  uncertainty  associ¬ 
ated  with  our  projections  is  not  measured.  We 
believe  that  this  volatility  is  increasing  over  time. 

•  Book  value  capital  to  asset  ratios  deteriorated 
rapidly  during  the  1980s  and  early  1990s  just 
prior  to  bank  resolutions.  The  OCC  bank  calcu¬ 
lator  uses  projections  of  deterioration  in  the 
ratios  of  capital  to  assets,  as  part  of  the  simula¬ 
tion  exercise.  The  results  presented  here 
assume  little  additional  capital  deterioration 
beyond  the  forecast  period,  over  that  which 
occurred  in  specific  banks  between  the  second 
and  third  quarters  of  1997. 


Lessons  over  the  past  decade? 

Our  understanding  of  the  economy  and  the  banking 
sector  have  undergone  major  changes  during  the  last 
decade. 

We’ve  already  stated  that  the  current  condition  of  the 
banking  sector  is  far  superior  to  what  it  was  a  decade 
ago.  The  failure  of  over  1,200  commercial  banks  (550 
national  banks),  dramatic  re-capitalization  of  surviving 
banks,  and  a  10-fold  decrease  in  the  number  and  per¬ 
cent  of  national  banks  with  poor  CAMEL  ratings  (3,  4, 
or  5)  make  the  banking  industry  better  capable  of  han¬ 
dling  macroeconomic  shocks,  even  recessions. 

However,  events  of  the  last  decade  have  challenged 
conventional  wisdom  about  projecting  macroeco¬ 
nomic  developments. 

Prior  to  1987,  comparisons  between  the  United  States 
and  Japan  with  respect  to  economic  growth,  banking 
policy,  and  productivity  were  common  and  gave  an 
unflattering  assessment  of  the  U.S.  economy.  The 
Japanese  economy  was  growing  at  about  4.5  percent 
per  year.  Its  stock  market  and  real  estate  assets  were 
growing  rapidly.  Japanese  banks  were  the  envy  of  the 
banking  world.  Japanese  banks  unlike  U.S.  banks 
were  permitted  to  hold  equities  of  other  companies 
and  count  a  percentage  of  unrealized  stock  market 
gains  as  bank  capital. 

During  the  1980s  the  United  States’  economic 
growth,  productivity,  and  financial  institution  problems 
compared  poorly.  In  1987  prospects  for  U.S.  eco¬ 
nomic  growth  took  on  the  flavor  of  a-day-of-reckon- 
ing-soon-to-emerge.  Twin  deficits — a  savings-and- 
loan  fiasco  and  the  recurring  possibility  of  inflation- 
dominated  projections. 

Despite  starting  the  decade  with  a  recession,  high 
budget,  and  high  trade  deficits,  the  United  States 
turned  out  to  be  the  most  prosperous  industrial  country 
during  the  1990s.  In  1990,  we  were  warned  that  sav¬ 
ings  rates  were  too  low  to  sustain  investment  and  eco¬ 
nomic  growth.  Growth  rate  projections  were  minimal. 
Many  suggested  emulating  the  Japanese  paradigm 

A  1990-91  recession  supported  the  conventional  wis¬ 
dom  that  the  savings  rates  in  the  Pacific  Rim  coun¬ 
tries  like  Korea,  China,  and  Japan  were  more  consis¬ 
tent  with  long-term  economic  growth.  Proponents  of 
industrial  policies  and  directed  technological  invest¬ 
ment  by  the  government  abounded.  The  Asian  work¬ 
force  was  extolled  for  its  willingness  to  work  long 
hours  for  low  pay  and  still  save  sufficiently  to  fuel  the 

Asian  growth  engine. 
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Yet  since  1991  the  U  S.  economy  has  continued  to 
expand  while  those  of  major  trading  partners  have 
become  increasingly  sluggish.  Neither  the  twin 
deficits  nor  the  low  savings  rate  precluded  the  rigor¬ 
ous  economic  expansion  that  the  United  States 
enjoyed  during  the  1990s. 

A  deregulated  economy  marked  by  telecommunica¬ 
tions  and  computer  advances  and  market  penetration 
led  the  way  for  more  investment  opportunities  than  even 
Americans  were  willing  to  support.  National  spending 
exceeded  national  income.  The  dollar  appreciated. 

Because  of  excess  capacity  and  export  dependency, 
other  countries  were  happy  to  see  their  currencies 
depreciate  against  the  dollar. 

Although  the  lessons  of  the  1920s  are  a  distant  mem¬ 
ory,  70  years  later  the  Asian  countries  have  re-discov¬ 
ered  the  paradox  of  thrift.3  Deflation  is  not  only  possi¬ 
ble,  it  is  alive  and  well  and  thriving  in  Asia.  Deflation  is 
a  result  of  overinvestment  and  excess  supply. 

According  to  the  paradox  of  thrift,  savers  seeking  a 
high  return  forgo  consumption  and  select  good 
investments  in  the  hope  that  they  will  be  rewarded, 
but  they  wind  up  being  frustrated.  Returns  do  not 
materialize.  What  is  good  for  some  may  not  be  good 
for  all.  If  everyone  increases  savings,  the  return  on 
available  domestic  investments  begins  to  fall. 
Eventually  overinvestment  can  occur.  By  the  time  the 
problem  of  overinvestment  becomes  understood,  the 
capital  stock  purchased  for  investment  projects  is 
already  in  place.  Capital  cannot  be  laid  off.  It  can  only 
be  shut  down  (immediately  inducing  losses)  or  it  can 
be  used  to  produce  goods  that  may  be  sold  else¬ 
where.  Exports  become  the  prominent  option. 

Ironically,  the  United  States  greatly  benefited  from 
this  paradox  of  thrift.  The  United  States  with  its  cur¬ 
rent  account  deficit  became  a  magnet  for  both 
exports  and  foreign  investment.  The  current  account 
deficit  mirrors  net  capital  inflows.  Capital  inflows 
now  account  for  about  2  percent  of  gross  domestic 
product. 

But  this  process  cannot  continue  indefinitely  and 
deflation/recession  scenarios  often  begin  with  a 
bursting  asset  bubble  and  ensuing  dire  conse¬ 
quences  The  dire  consequences  are  often  first  rec¬ 
ognized  in  financial  markets.  The  Japanese  stock 
market  is  a  prime  example  over  the  last  several  years. 
The  stock  and  real  estate  asset  bubbles  in  Japan 
burst  during  the  1990s  with  their  stock  market  and 

''John  Makm  Paradox  of  Thrift,"  American  Enterprise  Institute, 
November  1997 


real  estate  investments  producing  large  losses  for 
their  banking  system.  Further  asset  price  declines 
elsewhere  in  Southeast  Asia  threaten  to  further 
increase  loan  losses.  Japan  now  faces  a  growing 
possibility  of  a  drawn-out  recession.  The  Japanese 
economy  has  grown  at  an  annualized  rate  of  less  than 
1 .0  percent  over  the  last  five  years.  Its  banking  indus¬ 
try  is  critically  weakened. 

Has  the  U.S.  economy  and  its  banking  system 
reached  this  excess-capacity,  recession  stage?  No, 
but  the  warnings  are  out  there.  Only  eight  days  into 
the  fourth  quarter,  Federal  Reserve  Chairman  Alan 
Greenspan  warned  the  House  Budget  Committee 
that  “job  growth  slowed  significantly  in  August  and 
September,  but  it  did  not  slow  enough.  .  .  .  Thus  the 
performance  of  the  labor  market  this  year  suggests 
the  economy  has  been  on  an  unsustainable  track.  .  .  . 
financial  markets  seem  to  have  prices  in  an  optimistic 
outlook  characterized  by  significant  reduction  in  risk 
and  an  increasingly  benevolent  inflation  process.”  He 
suggested  that  stock  price  earning  multiples  are  at 
levels  “not  often  observed  at  this  stage  of  economic 
expansions.  .  .  .  [He  asserted  that]  it  would  clearly  be 
unrealistic  to  look  for  a  continuation  of  stock  market 
gains  of  anything  like  the  magnitude  of  those  record¬ 
ed  in  the  past  couple  of  years.”  The  Federal  Reserve 
developed  a  stock  valuation  model  that  suggests  that 
at  current  earnings  and  interest  rates  stock  prices 
were  17-20  percent  overvalued  when  the  fourth  quar¬ 
ter  began.4 

Within  a  month,  the  market  did  indeed  correct  itself: 
the  Dow  Jones  dropped  554  points  in  one  day. 

The  financial  markets  have  been  volatile  throughout 
the  fourth  quarter.  However,  inflation  data  do  not  yet 
lend  support  to  the  wage-price  component  of  the 
Chairman’s  outlook.  The  year-to-year  consumer  price 
index  remains  at  2.2  percent,  while  other  price  indi¬ 
cators  such  as  food  and  energy  price  indices  contin¬ 
ue  to  decelerate  from  a  2.2  percent  rate  over  12 
months  to  a  1.7  percent  growth  rate. 

Then  and  Now:  What’s  the  Difference  between  1987 
and  1997? 

•  In  the  first  quarter  of  1987  the  price  level  (minus 
food  and  energy)  was  increasing  at  a  rate  of  3.8 
percent.  At  the  end  of  the  third  quarter,  the  infla¬ 
tion  rate  had  increased  to  4.1  percent.  By  con¬ 
trast,  the  inflation  rate  was  a  rather  benign  2.5 
percent  as  of  the  end  of  the  first  quarter  1997  and 
2.4  percent  as  of  July.  So  the  current  starting 


4  John  Makin,  "Paradox  of  Thrift 
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point  is  much  lower  and  the  direction  of  change 
reversed.  We  also  see  little  underlying  price 
pressure  that  might  translate  into  significant 
surges  in  inflation.  Producer  prices  and  com¬ 
modity  prices  remain  docile.  The  employment 
cost  index,  as  a  measure  of  labor  costs,  while 
increasing  in  1997  remains  below  the  increases 
registered  in  1987  and  is  offset  by  significant 
gains  in  productivity. 

•  The  interest  rate  structure  is  vastly  different  in 
1997  from  the  environment  that  existed  in  1987. 
Interest  rates  increased  throughout  1987  prior  to 
the  October  crash.  For  example,  the  30-year 


Treasury  bond  rate  rose  from  7.5  percent  to  9 
percent  over  the  year.  By  contrast,  interest  rates 
in  1997  have  been  declining.  After  hitting  a  high 
note  in  April  of  7  percent,  the  rate  on  the  30-year 
Treasury  bond  had  decreased  20  basis  points 
by  July. 

•  And  finally,  the  value  of  the  dollar  in  1987  was 
falling,  whereas  today  the  dollar  is  quite  strong. 
Thus,  with  expectation  of  continued  health  of  the 
U.S.  economy  and  the  relatively  stable  interest 
rate  environment,  the  financial  markets  should 
not  be  seriously  threatened  by  large  capital  out¬ 
flows  to  foreign  markets. 


Appendix 


Table  1 — Scenario  1:  Stable  Prices  and  Moderate  Growth  (Probability:  50  percent) 


Item  (yearquarter) 

Gross  domestic  product1 
Treasury  bills: 

1  year 
30  year 
Spread 

Consumer  price  index 
Unemployment  rate 


97:2 


97:3 


97:4  98:1 

Percentage  change 


98:2 


Item  (yearquarter) 

Gross  domestic  product1 
Treasury  bills: 

1  year 
30  year 
Spread 

Consumer  price  index 
Unemployment  rate 


98:3 


98:4 


3.3 

3.5 

2.2 

2.3 

2.5 

2.6 

2.6 

5.85 

5.54 

5.34 

5.10 

5.10 

5.20 

5.25 

6.93 

6.53 

6.15 

5.91 

5.95 

6.10 

6.35 

1.08 

0.99 

0.81 

0.81 

0.81 

0.90 

1.10 

1.1 

2.0 

1.9 

1.8 

1.8 

1.8 

1.8 

4.9 

4.9 

5.0 

5.1 

5.2 

5.1 

5.1 

g  Prices  and  Negative  Growth  (Probability:  35  percent) 

97:2 

97:3 

97:4 

98:1 

98:2 

98:3 

98:4 

Percentage  change 

3.3 

3.5 

1.0 

-1.9 

-5.1 

-3.3 

1.0 

5.85 

5.54 

5.34 

4.90 

4.20 

3.50 

3.00 

6.93 

6.53 

5.90 

5.75 

5.35 

5.00 

4.80 

1.08 

0.99 

0.56 

0.85 

1.15 

1.50 

1.80 

1.1 

2.0 

1.0 

0.0 

-0..5 

-1.0 

-1.0 

4.9 

4.9 

5.0 

5.5 

6.5 

7.3 

7.5 

Table  3— Scenario  3:  Rising  Prices  and  Stronger  Growth  (Probability:  15  percent) 


Item  (yearquarter) 

97:2 

97:3 

Gross  domestic  product1 

3.3 

3.5 

Treasury  bills: 

1  year 

5.85 

5.54 

30  year 

6.93 

6.53 

Spread 

1.08 

0.99 

Consumer  price  index 

1.1 

2.0 

Unemployment  rate 

4.9 

4.9 

97:4 

98:1 

98:2 

Percentage  change 

2.7 

3.0 

3.5 

5.65 

6.00 

6.25 

6.64 

7.00 

7.25 

0.99 

1.00 

1.00 

1.9 

2.2 

2.8 

4.8 

4.7 

4.5 

98:3  98:4 

2.8  2.5 

6.50  6.50 

7.50  7.70 

1.00  100 

3.1  3.1 

4.6  4.8 


Percentage  change  in  real  1992  dollars  in  $Billions,  SAAR. 
Source:  OCC  Financial  and  Statistical  Analysis  Division 
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Table  4 — (J.S.  Exports  to  Asian  Sectors 


SMillions 

1995 

Percent 

1996 

SMillions 

Percent 

1997  (Q3) 

SMillions  Percent 

Japan 

64,343.5 

38.03 

67,606.5 

38.61 

49,512.1 

36.99 

Korea 

25,379.3 

15.00 

26,621.0 

15.20 

19,477.1 

14.55 

Taiwan 

19,290.0 

11.40 

18,460.4 

10.54 

14,612.1 

10.92 

Singapore 

15,333.4 

9.06 

16,720.0 

9.55 

13,439.0 

10.04 

Hong  Kong 

14,233.2 

8.41 

13,965.7 

7.98 

11,240.6 

8.40 

China 

11,753.5 

6.95 

11,992.5 

6.85 

8,868.9 

6.63 

Malaysia 

8,816.1 

5.21 

8,546.3 

4.88 

7,956.1 

5.94 

Thailand 

6,665.0 

3.94 

7,197.5 

4.11 

5,496.1 

4.11 

Indonesia 

3,358.7 

1.99 

3,976.9 

2.27 

3,258.5 

2.43 

Total 

169,173 

100.00 

175,086.8 

100.00 

133,860.5 

100.00 

ASEAN: 

Association  of  Southeast  Asian  Nations— Brunei,  Indonesia,  Malaysia,  Philippines,  Singapore,  and  Thailand 


Asia  NICs: 

Asian  Newly  Industrialized  Countries  (NICs)— Hong  Kong,  Korea,  Singapore,  and  Taiwan 


Pacific  Rim: 

Australia,  Brunei,  China,  Hong  Kong,  Indonesia,  Japan,  Korea,  Macao,  Malaysia,  New  Zealand,  Papua  New  Guinea,  Philippines  Singapore 
and  Taiwan.  ’  a  K 


Source:  Haver  Analytics 


CAMEL  ratings  of  national  banks  by  year 


% 


Source  IBIS 

Data  lor  1997  is  lor  third  quarter 
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Key  indicators,  FDIC-insured  national  banks 

Annual  1993-1996,  year-to-date  through  September  30,  1997,  third  quarter  1996,  and  third  quarter  1997 

(Dollar  figures  in  millions) 


1993 

1994 

1995 

1996 

Preliminary 

1997YTD 

1996Q3 

Preliminary 

1997Q3 

Number  of  institutions  reporting . 

3,304 

3,075 

2,858 

2,726 

2,624 

2,735 

2,624 

Total  employees  (FTEs)  . 

868,305 

851,311 

840,699 

850,737 

897,739 

851,494 

897,739 

Selected  Income  Data  ($) 

Net  income  . 

$25,553 

$26,803 

$28,584 

$30,498 

$26,236 

$7,686 

$8,582 

Net  interest  income  . 

80,141 

83,958 

87,080 

94,565 

78,416 

24,233 

26,448 

Provision  for  loan  losses  . 

9,158 

5,500 

6,335 

9,598 

9,127 

2,458 

3,233 

Noninterest  income  . 

45,342 

45,906 

51,079 

56,102 

47,693 

13,936 

16,827 

Noninterest  expense  . 

82,199 

83,941 

87,591 

93,691 

76,340 

23,637 

26,503 

Net  operating  income  . 

22,742 

27,027 

28,541 

30,097 

25,849 

7,652 

8,520 

Cash  dividends  declared . 

13,278 

17,669 

20,516 

25,279 

17,045 

7,250 

5,439 

Net  charge-offs  to  loan  and  lease  reserve  . 

10,053 

5,994 

6,459 

9,968 

8,919 

2,512 

3,193 

Selected  Condition  Data  ($) 

Total  assets  . 

2,100,548 

2,256,008 

2,401,017 

2,528,056 

2,760,008 

2,470,137 

2,760,008 

Total  loans  and  leases . 

1,269,271 

1,382,855 

1,522,677 

1,641,464 

1,772,692 

1,611,851 

1,772,692 

Reserve  for  losses . 

31,520 

30,990 

31,142 

31,991 

34,550 

32,131 

34,550 

Securities  . 

436,703 

414,264 

390,549 

380,615 

424,929 

383,258 

424,929 

Other  real  estate  owned  . 

10,229 

5,709 

3,396 

2,764 

2,314 

2,847 

2,314 

Noncurrent  loans  and  leases  . 

26,310 

17,852 

17,595 

17,223 

17,272 

17,766 

17,272 

Total  deposits  . 

1,576,725 

1,630,171 

1,695,817 

1,801,043 

1,908,003 

1,757,780 

1,908,003 

Domestic  deposits . 

1,364,048 

1,350,658 

1,406,312 

1,525,565 

1,610,598 

1,492,055 

1,610,598 

Equity  capital  . 

164,660 

172,655 

189,714 

207,167 

242,739 

205,973 

242,739 

Off-balance-sheet  derivatives  .  .  . 

5,434,701 

7,570,283 

7,914,818 

7,488,663 

8,686,409 

7,598,697 

8,686,409 

Performance  Ratios  (annualized  %) 

Return  on  equity  . 

16.41 

15.99 

15.76 

15.28 

14.99 

15.03 

14.30 

Return  on  assets . 

1.26 

1.24 

1.24 

1.25 

1.29 

1.25 

1.25 

Net  interest  income  to  assets  .  . 

3.95 

3.87 

3.78 

3.88 

3.85 

3.94 

3.85 

Loss  provision  to  assets  . 

0.45 

0.25 

0.27 

0.39 

0.45 

0.40 

0.47 

Net  operating  income  to  assets 

1.12 

1.25 

1.24 

1.24 

1.27 

1.25 

1.24 

Noninterest  income  to  assets  . 

2.23 

2.12 

2.22 

2.30 

2.34 

2.27 

2.45 

Noninterest  expense  to  assets 

4.05 

3.87 

3.80 

3.85 

3.75 

3.85 

3.86 

Loss  provision  to  loans  and  leases 

0.75 

0.42 

0.44 

0.61 

0.69 

0.61 

0.73 

Net  charge-offs  to  loans  and  leases 

0.82 

0.46 

0.45 

0.63 

0.68 

0.63 

0.72 

Loss  provision  to  net  charge-offs 

91.10 

91.75 

98.09 

96.29 

102.32 

97.85 

101.24 

Performance  Ratios  (%) 

Percent  of  institutions  unprofitable 

5.08 

4.13 

3.32 

4.77 

3.96 

5.37 

3  93 

Percent  of  institutions  with  earnings  gains 

67.86 

52.59 

66.83 

67.90 

67.72 

55.54 

65.40 

Nonint.  income  to  net  operating  revenue  . 

36.13 

35.35 

36.97 

37.24 

37.82 

36.51 

38.88 

Nonmt  expense  to  net  operating  revenue  . 

65.51 

64.64 

63.40 

62.18 

60.53 

61.93 

61.24 

Condition  Ratios  (%) 

Nonperforming  assets  to  assets 

1.76 

1.05 

0.88 

0.80 

0.71 

0  84 

0  71 

Noncurrent  loans  to  loans 

2.07 

1.29 

1.16 

1.05 

0.97 

1.10 

0.97 

Loss  reserve  to  noncurrent  loans 

119.80 

173.59 

176.99 

185.75 

200.03 

180.85 

200.03 

Loss  reserve  to  loans 

2.48 

2.24 

2.05 

1.95 

1.95 

1.99 

1  95 

Equity  capital  to  assets  . 

7.84 

7  65 

7.90 

8.19 

8.79 

8.34 

8  79 

Leverage  ratio  .  . 

7.37 

7.39 

7.31 

7.40 

7.71 

7  48 

7  71 

Risk-based  capital  ratio 

12.48 

12.47 

12.09 

11.97 

12.04 

12  09 

12  04 

Net  loans  and  leases  to  assets 

58.93 

59.92 

62.12 

63.66 

62.98 

63.95 

62  98 

Securities  to  assets 

20.79 

18.36 

16.27 

15.06 

15.40 

15  52 

15  40 

Appreciation  in  securities  (%  of  par) 

1.38 

-3.84 

0.86 

0.50 

1  11 

-0  17 

1.11 

20  16 

Residential  mortgage  assets  to  assets  ... 

21.41 

20.43 

20.13 

19.81 

20.16 

20  21 

Total  deposits  to  assets . 

Core  deposits  to  assets  . 

75.06 

72.26 

70.63 

71.24 

69.13 

71  16 

69  13 

59.87 

55.16 

53.28 

54.08 

51  65 

54  39 

51  65 

Volatile  liabilities  to  assets 

28  12 

29.90 

30.29 

29  83 

31  34 

29.62 

31  34 
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Loan  performance,  FDIC-insured  national  banks 

Annual  1993-1996,  year-to-date  through  September  30,  1997,  third  quarter  1996,  and  third  quarter  1997 

(Dollar  figures  in  millions) 


1993 

1994 

1995 

1996 

Preliminary 

1997YTD 

1996Q3 

Preliminary 

1 997Q3 

1.30 

1.14 

1.26 

1.39 

1.21 

1.30 

1.21 

1.56 

1.28 

1.38 

1.45 

1.22 

1.34 

1.22 

1.39 

1.28 

1.44 

1.63 

1.53 

1.51 

1.53 

0.86 

0.87 

1.19 

1.04 

0.84 

0.94 

0.84 

1.93 

1.45 

1.15 

1.28 

0.66 

0.73 

0.66 

1.84 

1.26 

1.26 

1.25 

0.84 

1.19 

0.84 

2.39 

1.67 

1.42 

1.63 

1.27 

1.27 

1.27 

0.83 

0.76 

0.77 

0.89 

0.71 

0.88 

0.71 

1.94 

1.77 

2.16 

2.46 

2.34 

2.28 

2.34 

2.62 

2.08 

2.35 

2.70 

2.64 

2.61 

2.64 

1.56 

1.59 

2.04 

2.26 

2.11 

2.03 

2.11 

0.35 

0.34 

0.40 

0.41 

0.39 

0.37 

0.39 

2.07 

1.29 

1.16 

1.05 

0.97 

1.10 

0.97 

3.01 

1.83 

1.46 

1.27 

1.12 

1.33 

1.12 

1.32 

0.96 

0.90 

1.10 

1.02 

0.97 

1.02 

0.65 

0.56 

0.52 

0.47 

0.42 

0.49 

0.42 

3.33 

3.19 

2.21 

1.47 

1.16 

1.74 

1.16 

4.53 

2.81 

2.18 

1.71 

1.43 

2.01 

1.43 

10.49 

4.93 

3.17 

1.31 

0.93 

1.67 

0.93 

1.77 

1.04 

1.06 

0.87 

0.83 

0.98 

0.83 

1.15 

1.01 

1.18 

1.34 

1.28 

1.27 

1.28 

1.38 

1.09 

1.34 

1.70 

1.69 

1.61 

1.69 

1.02 

0.97 

1.06 

1.04 

0.96 

1.01 

0.96 

0.97 

0.47 

0.32 

0.25 

0.33 

0.32 

0.33 

0.82 

0.46 

0.45 

0.63 

0.68 

0.63 

0.72 

0.69 

0.29 

0.13 

0.09 

0.05 

0.08 

0.08 

0.19 

0.14 

0.10 

0.08 

0.08 

0.07 

0.09 

0.29 

0.25 

0.23 

0.24 

0.18 

0.23 

0.15 

1.03 

0.39 

0.20 

0.09 

0.01 

0.10 

0.00 

0.91 

0.47 

0.18 

0.02 

-0.02 

0.04 

0.03 

3.21 

0.82 

-0.01 

0.16 

-0.09 

0.15 

-0.09 

0.55 

0.16 

0.10 

0.22 

0.24 

0.16 

0.33 

1.70 

1.49 

1.80 

2.45 

2.80 

2.54 

2.85 

3.58 

3.06 

3.40 

4.25 

4.94 

4.48 

5.09 

0.70 

0.59 

0.76 

1.04 

1.12 

1.06 

1.14 

0.63 

-0.10 

-0.09 

0.11 

0.08 

0.01 

0.13 

269,271 

$1,382,855 

$1,522,677 

$1,641,464 

$1,772,692 

$1,611,851 

$1,772,692 

526,941 

562,005 

610,405 

646,569 

712,470 

641,080 

712,470 

256,739 

282,000 

317,521 

329,031 

356,456 

325,861 

356,456 

44,390 

46,044 

48,836 

55,022 

65,301 

53,922 

65.3U1 

16,231 

17,081 

18,161 

20,480 

22,451 

20,654 

22,451 

144,827 

151,514 

157,638 

170,358 

187,399 

170,866 

187,399 

37,063 

33,571 

34,736 

38,839 

45,958 

38,100 

45,958 

7,601 

8,310 

8,734 

9,046 

10,141 

9,036 

10,141 

20,091 

23,484 

24,779 

23,794 

24,764 

22,641 

24,764 

343,916 

370,094 

405,630 

425,149 

482,929 

423,551 

482,929 

249,611 

291,799 

320,009 

356,067 

357,738 

349,565 

357,738 

89,506 

111,109 

131,228 

161,104 

153,676 

152,389 

153,676 

160,105 

180,690 

188,781 

194,963 

204,062 

197,176 

204,062 

152,217 

162,135 

189,490 

216,194 

221,837 

200,348 

221,837 

3,415 

3,178 

2,857 

2,515 

2,282 

2,694 

2,282 

Percent  of  Loans  Past  Due  30-89  Days 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  . 

1-4  family  residential  mortgages . 

Home  equity  loans  . 

Multifamily  residential  mortgages  .... 

Commercial  RE  loans  . 

Construction  RE  loans . 

Commercial  and  industrial  loans* . 

Loans  to  individuals  . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Percent  of  Loans  Noncurrent 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  . 

1-4  family  residential  mortgages  . 

Home  equity  loans  . 

Multifamily  residential  mortgages  .... 

Commercial  RE  loans  . 

Construction  RE  loans . 

Commercial  and  industrial  loans* . 

Loans  to  individuals . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Percent  of  Loans  Charged-Off,  Net 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  . 

1-4  family  residential  mortgages  . 

Home  equity  loans  . 

Multifamily  residential  mortgages  .... 

Commercial  RE  loans  . 

Construction  RE  loans . 

Commercial  and  industrial  loans* . 

Loans  to  individuals  . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Loans  Outstanding  ($) 

Total  loans  and  leases .  $1 

Loans  secured  by  real  estate  (RE)  . 

1-4  family  residential  mortgages  . 

Home  equity  loans  . 

Multifamily  residential  mortgages  .... 

Commercial  RE  loans  . 

Construction  RE  loans . 

Farmland  loans . 

RE  loans  from  foreign  offices . 

Commercial  and  industrial  loans . 

Loans  to  individuals  . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Less:  Unearned  income 


‘Includes  “All  other  loans"  for  institutions  under  $1  billion  in  asset  size. 
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Key  indicators,  FDIC-insured  national  banks  by  asset  size 
Third  quarter  1996  and  third  quarter  1997 

(Dollar  figures  in  millions) 


Less  than  $100M 

1996Q3  1997Q3 

$100M  to  $1 B 

1996Q3  1997Q3 

$1B  to  $10B 

1 996Q3  1 997Q3 

Greater  than  $10B 
1996Q3  1997Q3 

Number  of  institutions  reporting . 

1,495 

1,415 

1,031 

1,018 

164 

150 

45 

41 

Total  employees  (FTEs)  . 

39,132 

37,229 

117,396 

113,033 

195,995 

158,267 

498,971 

589,210 

Selected  Income  Data  ($) 

Net  income  . 

$233 

$238 

$810 

$954 

$1,850 

$1,739 

$4,794 

$5,651 

Net  interest  income  . 

804 

758 

2,865 

2,806 

6,247 

5,443 

14,318 

17,441 

Provision  for  loan  losses  . 

38 

32 

258 

226 

1,136 

1,250 

1,025 

1,724 

Noninterest  income  . 

376 

390 

1,113 

1,302 

3,249 

3,036 

9,199 

12,099 

Noninterest  expense  . 

800 

776 

2,504 

2,498 

5,473 

4,546 

14,860 

18,683 

Net  operating  income  . 

233 

236 

810 

941 

1,845 

1,716 

4,764 

5,627 

Cash  dividends  declared . 

80 

103 

391 

422 

1,462 

1,043 

5,316 

3,871 

Net  charge-offs  to  loan  and  lease  reserve  . 

27 

24 

208 

176 

1,041 

1,025 

1,236 

1,969 

Selected  Condition  Data  ($) 

Total  assets . 

74,050 

70,937 

264,659 

262,318 

567,107 

481,115 

1,564,322 

1,945,638 

Total  loans  and  leases . 

41,727 

41,076 

162,055 

160,706 

385,094 

320,911 

1,022,975 

1,249,999 

Reserve  for  losses . 

577 

549 

2,538 

2,383 

8,233 

8,172 

20,783 

23,445 

Securities  . 

22,734 

20,179 

72,146 

70,476 

99,178 

90,600 

189,199 

243,674 

Other  real  estate  owned  . 

127 

100 

310 

269 

458 

275 

1,952 

1,670 

Noncurrent  loans  and  leases . 

499 

464 

1,651 

1,418 

3,930 

3,442 

11,686 

11,949 

Total  deposits  . 

63,949 

60,616 

217,882 

214,206 

380,613 

324,659 

1,095,337 

1,308,521 

Domestic  deposits . 

63,949 

60,616 

217,408 

213,772 

371,693 

318,522 

839,006 

1,017,688 

Equity  capital  . 

7,638 

7,680 

24,813 

25,200 

49,495 

46,031 

124,027 

163,828 

Off-balance-sheet  derivatives  .... 

410 

637 

5,767 

5,032 

145,358 

84,854 

7,691,835 

8,839,425 

Performance  Ratios  (annualized  %) 

Return  on  equity  . 

12.38 

12.60 

13.22 

15.42 

15.19 

15.45 

15.48 

13.89 

Return  on  assets . 

1.27 

1.35 

1.24 

1.47 

1.32 

1.45 

1.23 

1.17 

Net  interest  income  to  assets  .  . 

4.39 

4.32 

4.37 

4.32 

4.47 

4.55 

3.66 

3.60 

Loss  provision  to  assets  . 

0.21 

0.18 

0.39 

0.35 

0.81 

1.04 

0.26 

0.36 

Net  operating  income  to  assets  .  . 

1.27 

1.34 

1.24 

1.45 

1.32 

1.43 

1.22 

1.16 

Noninterest  income  to  assets 

2.05 

2.22 

1.70 

2.01 

2.32 

2.54 

2.35 

2.50 

Noninterest  expense  to  assets 

4.36 

4.42 

3.82 

3.85 

3.91 

3.80 

3.80 

3.86 

Loss  provision  to  loans  and  leases 

0.37 

0.32 

0.65 

0.57 

1.20 

1.56 

0.40 

0.55 

Net  charge-offs  to  loans  and  leases 

0.26 

0.23 

0.52 

0.44 

1.10 

1.28 

0.48 

0.63 

Loss  provision  to  net  charge-offs 

142.49 

136.89 

123.98 

128.46 

109.11 

122.03 

82.99 

87.56 

Performance  Ratios  (%) 

Percent  of  institutions  unprofitable 

Percent  of  institutions  with  earnings  gains 

6.89 

53.38 

5.80 

59.72 

3.69 

57.81 

1.87 

72.79 

2.44 

64.63 

1.33 

67.33 

4.44 

42.22 

0.00 

70.73 

Nonmt.  income  to  net  operating  revenue  .  . 

31.85 

33.97 

27.97 

31.70 

34.21 

35.80 

39.12 

40.96 

Nonint.  expense  to  net  operating  revenue  . 

67.84 

67.57 

62.94 

60.81 

57.64 

53.61 

63.19 

63.25 

Condition  Ratios  (%) 

Nonperforming  assets  to  assets 

0.85 

0.80 

0.74 

0.64 

0.77 

0.77 

0.89 

0  70 

Noncurrent  loans  to  loans 

1.20 

1.13 

1.02 

0.88 

1.02 

1.07 

1.14 

0.96 

Loss  reserve  to  noncurrent  loans 

115.54 

118.46 

153.73 

168.06 

209.46 

237.46 

177.85 

196.21 

Loss  reserve  to  loans  ... 

1.38 

1  34 

1.57 

1.48 

2.14 

2.55 

2.03 

1  88 

Equity  capital  to  assets  . 

10.31 

10.83 

9.38 

9.61 

8.73 

9.57 

7.93 

8  42 

Leverage  ratio . 

10.33 

10.65 

9.19 

9.23 

7.91 

8.59 

6.90 

7  17 

Risk-based  capital  ratio 

18.02 

18.14 

15.18 

15.09 

12.30 

13.14 

1 1.40 

1 1  31 

Net  loans  and  leases  to  assets 

55.57 

57.13 

60.27 

60.36 

66.45 

65.00 

64.07 

63.04 

Securities  to  assets 

30.70 

28.45 

27.26 

26.87 

17.49 

18.83 

12.09 

12  52 

Appreciation  in  secuoties  (%  of  par) 

-0.55 

0.54 

-0.44 

0.72 

-0.36 

0.98 

0.08 

1  32 

Residential  mortgage  assets  to  assets  .  .  . 

22.22 

22.62 

25.84 

26.29 

22.23 

23.74 

18.43 

18  36 

Total  deposits  to  assets . 

86.36 

85.45 

82.33 

81.66 

67.11 

67.48 

70.02 

67  25 

Core  deposits  to  assets . 

76  55 

74.75 

72.68 

71.03 

58.66 

58.20 

48  69 

46  57 

AkaM e  liabilities  to  assets 

11.65 

12.73 

15.95 

16.92 

26.59 

25.90 

33.89 

35  31 
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Loan  performance,  FDIC-insured  national  banks  by  asset  size 
Third  quarter  1996  and  third  quarter  1997 

(Dollar  figures  in  millions) 


Percent  of  Loans  Past  Due  30-89  Days 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  .  . 
1-4  family  residential  mortgages  .  . 

Home  equity  loans  . 

Multifamily  residential  mortgages  . 

Commercial  RE  loans  . 

Construction  RE  loans . 

Commercial  and  industrial  loans*  .  .  . 

Loans  to  individuals  . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Percent  of  Loans  Noncurrent 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  .  . 
1-4  family  residential  mortgages  .  . 

Home  equity  loans  . 

Multifamily  residential  mortgages  . 

Commercial  RE  loans  . 

Construction  RE  loans . 

Commercial  and  industrial  loans*  .  .  . 

Loans  to  individuals  . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Percent  of  Loans  Charged-Off,  Net 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  . 
1-4  family  residential  mortgages  . 

Home  equity  loans  . 

Multifamily  residential  mortgages 

Commercial  RE  loans  . 

Construction  RE  loans . 

Commercial  and  industrial  loans*  .  . 

Loans  to  individuals . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Loans  Outstanding  ($) 

Total  loans  and  leases . 

Loans  secured  by  real  estate  (RE)  . 
1-4  family  residential  mortgages  . 

Home  equity  loans  . 

Multifamily  residential  mortgages 

Commercial  RE  loans  . 

Construction  RE  loans . 

Farmland  loans . 

RE  loans  from  foreign  offices  .... 
Commercial  and  industrial  loans  .  .  . 

Loans  to  individuals . 

Credit  cards  . 

Installment  loans . 

All  other  loans  and  leases  . 

Less:  Unearned  income . 


Less  than  $100M 
1996Q3  1997Q3 

$100M  to  $1 B 

1 996Q3  1 997Q3 

$1B  to  $10B 
1996Q3  1997Q3 

Greater  than  $10B 
1996Q3  1997Q3 

1.50 

1.46 

1.32 

1.22 

1.56 

1.64 

1.19 

1.08 

1.30 

1.25 

1.01 

0.97 

1.17 

1.20 

1.49 

1.28 

1.61 

1.59 

1.20 

1.15 

1.33 

1.29 

1.64 

1.68 

0.97 

0.78 

0.86 

0.81 

0.92 

0.92 

0.96 

0.83 

0.92 

0.91 

0.61 

0.64 

0.72 

0.66 

0.76 

0.65 

1.05 

0.92 

0.80 

0.75 

1.05 

1.06 

1.41 

0.79 

1.09 

1.19 

1.06 

1.12 

1.22 

1.73 

1.39 

1.15 

2.50 

2.29 

1.64 

1.55 

1.27 

1.27 

0.68 

0.53 

2.13 

2.37 

2.18 

2.01 

2.37 

2.61 

2.25 

2.25 

2.32 

3.77 

2.94 

2.88 

2.62 

2.88 

2.55 

2.47 

2.12 

2.25 

1.91 

1.80 

2.03 

2.24 

2.06 

2.11 

0.73 

0.86 

0.31 

0.35 

1.20 

1.13 

1.02 

0.88 

1.02 

1.07 

1.14 

0.96 

0.98 

0.98 

0.92 

0.72 

0.98 

1.04 

1.59 

1.23 

0.77 

0.86 

0.73 

0.65 

0.80 

1.12 

1.10 

1.07 

0.58 

0.45 

0.48 

0.31 

0.49 

0.41 

0.50 

0.43 

0.65 

0.70 

1.20 

0.82 

0.83 

0.94 

2.34 

1.33 

1.19 

1.11 

1.24 

0.87 

1.31 

1.15 

2.67 

1.69 

0.86 

0.88 

0.73 

0.74 

1.32 

0.78 

2.23 

1.03 

3.09 

2.70 

1.73 

1.60 

0.99 

0.85 

0.87 

0.74 

0.75 

0.81 

0.82 

0.87 

1.21 

1.36 

1.43 

1.30 

1.31 

1.73 

1.81 

2.40 

1.65 

1.88 

1.55 

1.53 

0.70 

0.73 

0.48 

0.51 

0.60 

0.67 

1.35 

1.15 

0.46 

0.54 

0.29 

0.31 

0.26 

0.23 

0.52 

0.44 

1.10 

1.28 

0.48 

0.63 

0.03 

0.03 

0.06 

0.12 

0.02 

0.03 

0.12 

0.09 

0.04 

0.04 

0.03 

0.20 

0.06 

0.06 

0.08 

0.08 

0.27 

-0.03 

0.13 

0.06 

0.18 

0.17 

0.26 

0.16 

-0.04 

0.09 

-0.07 

0.06 

0.30 

-0.01 

0.06 

-0.01 

0.05 

0.03 

0.10 

0.03 

-0.08 

-0.05 

0.08 

0.05 

-0.02 

-0.01 

0.00 

0.00 

-0.13 

-0.04 

0.36 

-0.13 

0.60 

0.84 

0.50 

0.47 

0.15 

0.27 

0.13 

0.32 

0.77 

0.47 

1.87 

1.63 

3.10 

3.74 

2.33 

2.66 

2.10 

-2.00 

5.05 

5.05 

4.72 

5.74 

4.16 

4.71 

0.66 

0.69 

0.76 

0.77 

0.86 

0.99 

1.25 

1.27 

0.20 

0.06 

-0.04 

0.15 

$41,727 

$41,076 

$162,055 

$160,706 

$385,094 

$320,911 

$1,022,975 

$1,249,999 

23,189 

23,032 

92,738 

96,064 

150,380 

133,812 

374,773 

459,561 

1 1 ,606 

11,674 

46,196 

46,983 

74,213 

66,729 

193,846 

231,070 

546 

566 

5,009 

4,932 

12,971 

11,523 

35,395 

48.280 

555 

530 

3,005 

3,120 

5,281 

4,942 

11,813 

13,859 

6,472 

6,252 

29,116 

30,653 

45,407 

38,862 

89,871 

1 1 1 ,633 

1,630 

1,564 

6,251 

6,970 

10,632 

9,852 

19,587 

27,572 

2,380 

2,446 

3,155 

3,399 

1,758 

1,780 

1,743 

2,516 

o 

o 

6 

8 

118 

124 

22,517 

24,631 

7,059 

6,869 

27,467 

27,575 

77,223 

65,014 

311,803 

383,470 

6,819 

6,372 

33,453 

28,114 

129,332 

102,069 

179,961 

221,183 

520 

470 

8,574 

5,481 

74,860 

58,521 

68,434 

89,203 

6,299 

5,901 

24,879 

22,634 

54,472 

43,548 

111,527 

131,980 

4,885 

4,991 

8,886 

9,373 

28,426 

20,202 

158,151 

187,271 

225 

188 

489 

420 

267 

186 

1,713 

1,487 

‘Includes  "All  other  loans"  for  institutions  under  $1  billion  in  asset  size. 
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Key  indicators,  FDIC-insured  national  banks  by  region 
Third  quarter  1997 

(Dollar  figures  in  millions) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

All 

Institutions 

Number  of  institutions  reporting . 

303 

349 

551 

496 

640 

285 

2,624 

Total  employees  (FTEs)  . 

251,983 

177,069 

146,162 

70,294 

96,045 

156,186 

897,739 

Selected  Income  Data  ($) 

Net  income  . 

$2,432 

$1,909 

$1,457 

$623 

$671 

$1,490 

$8,582 

Net  interest  income  . 

7,430 

5,359 

4,289 

2,261 

2,114 

4,995 

26,448 

Provision  for  loan  losses . 

1,020 

528 

444 

455 

149 

636 

3,233 

Noninterest  income  . 

5,930 

2,814 

2,195 

1,464 

1,274 

3,149 

16,827 

Noninterest  expense  . 

8,620 

4,655 

3,852 

2,296 

2,246 

4,835 

26,503 

Net  operating  income . 

2,317 

1,890 

1,439 

614 

658 

1,602 

8,520 

Cash  dividends  declared . 

1,563 

1,526 

592 

71 

356 

1,331 

5,439 

Net  charge-offs  to  loan  and  lease  reserve  .  . 

1,088 

428 

458 

412 

123 

685 

3,193 

Selected  Condition  Data  ($) 

Total  assets  . 

801,461 

578,336 

457,557 

203,726 

233,694 

485,235 

2,760,008 

Total  loans  and  leases  . 

500,091 

374,268 

303,977 

141,147 

126,264 

326,945 

1,772,692 

Reserve  for  losses  . 

1 1 ,200 

6,437 

5,148 

2,712 

1,840 

7,212 

34,550 

Securities  . 

121,861 

93,470 

77,263 

33,213 

52,084 

47,038 

424,929 

Other  real  estate  owned  . 

926 

474 

200 

89 

136 

489 

2,314 

Noncurrent  loans  and  leases  . 

6,645 

2,999 

2,690 

1,262 

1,018 

2,659 

17,272 

Total  deposits . 

544,234 

372,512 

319,641 

143,541 

186,023 

342,052 

1,908,003 

Domestic  deposits . 

353,649 

354,155 

294,939 

139,564 

182,607 

285,685 

1,610,598 

Equity  capital . 

64,150 

53,244 

39,258 

17,884 

20,099 

48,103 

242,739 

Off-balance-sheet  derivatives . 

3,534,106 

1,896,571 

1,381,312 

55,284 

56,402 

1,762,734 

8,686,409 

Performance  Ratios  (annualized  %) 

Return  on  equity . 

15.32 

14.51 

15.13 

14.11 

13.55 

12.43 

14.30 

Return  on  assets  . 

1.22 

1.33 

1.28 

1.22 

1.18 

1.22 

1.25 

Net  interest  income  to  assets . 

3.73 

3.74 

3.77 

4.44 

3.71 

4.10 

3.85 

Loss  provision  to  assets . 

0.51 

0.37 

0.39 

0.89 

0.26 

0.52 

0.47 

Net  operating  income  to  assets  .... 

1.16 

1.32 

1.26 

1.21 

1.15 

1.32 

1.24 

Noninterest  income  to  assets  .... 

2.97 

1.96 

1.93 

2.87 

2.24 

2.58 

2.45 

Noninterest  expense  to  assets 

4.32 

3.25 

3.39 

4.50 

3.94 

3.97 

3.86 

Loss  provision  to  loans  and  leases 

0.82 

0.56 

0.59 

1.30 

0.48 

0.77 

0.73 

Net  charge-offs  to  loans  and  leases  .... 

0.87 

0.45 

0.61 

1.18 

0.39 

0.83 

0.72 

Loss  provision  to  net  charge-offs . 

93.75 

123.28 

96.97 

110.46 

121.72 

92.98 

101.24 

Performance  Ratios  (%) 

Percent  of  institutions  unprofitable 

2.64 

4.30 

3.27 

3.02 

4.22 

7.02 

3.93 

Percent  of  institutions  with  earnings  gains  .  . 

67.00 

67.05 

67.88 

63.10 

61.72 

69.12 

65.40 

Nonint  income  to  net  operating  revenue  . 

44.39 

34.43 

33.85 

39.29 

37.61 

38.67 

38.88 

Nonint.  expense  to  net  operating  revenue  .  . 

64.52 

56.95 

59.41 

61.64 

66.29 

59.36 

61.24 

Condition  Ratios  (%) 

Nonperforming  assets  to  assets  .  . 

0.96 

0.60 

0.63 

0.66 

0.49 

0.65 

0.71 

Noncurrent  loans  to  loans  .  . 

1.33 

0.80 

0.88 

0.89 

0.81 

0.81 

0.97 

Loss  reserve  to  noncurrent  loans  . 

168.56 

214.67 

191.41 

214.90 

180.66 

271.25 

200.03 

Loss  reserve  to  loans . 

2.24 

1.72 

1.69 

1.92 

1.46 

2.21 

1.95 

Equity  capital  to  assets  . 

8.00 

9.21 

8.58 

8.78 

8.60 

9.91 

8.79 

Leverage  ratio  .  .  . 

7.47 

7.55 

8.00 

8.17 

7.89 

7.73 

7.71 

Risk-based  capital  ratio 

12.05 

11.91 

12.10 

12.23 

12.65 

11.79 

12.04 

Net  loans  and  leases  to  assets 

61.00 

63.60 

65.31 

67.95 

53.24 

65.89 

62  98 

Securities  to  assets 

15.20 

16.16 

16.89 

16.30 

22.29 

9.69 

15  40 

Aopreciation  in  securities  (%  of  par) 

1.56 

1.02 

0.99 

1.03 

0.61 

0.92 

1.11 

Residential  mortgage  assets  to  assets 

16.22 

26.96 

21.01 

19.13 

20.94 

17.82 

20  16 

Total  deposits  to  assets  . 

67.91 

64.41 

69.86 

70.46 

79.60 

70.49 

69  13 

Core  deposits  to  assets  . 

38.72 

55.11 

56.89 

62.83 

64.13 

53  22 

51  65 

Volatile  liabilities  to  assets 

42.65 

29.44 

27.49 

19.72 

24.00 

26  99 

31  34 
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Loan  performance,  FDIC-insured  national  banks  by  region 

Third  quarter  1997 

(Dollar  figures  in  millions) 


Northeast 


Percent  of  Loans  Past  Due  30-89  Days 

Total  loans  and  leases  .  1.17 

Loans  secured  by  real  estate  (RE)  .  1.27 

1-4  family  residential  mortgages  .  1.55 

Home  equity  loans .  1.01 

Multifamily  residential  mortgages .  0.51 

Commercial  RE  loans .  0.88 

Construction  RE  loans .  0.73 

Commercial  and  industrial  loans*  .  0.41 

Loans  to  individuals  .  2.56 

Credit  cards  .  2.64 

Installment  loans  .  2.45 

All  other  loans  and  leases .  0.32 

Percent  of  Loans  Noncurrent 

Total  loans  and  leases  .  1.33 

Loans  secured  by  real  estate  (RE)  .  1.70 

1-4  family  residential  mortgages  .  1.26 

Home  equity  loans .  0.61 

Multifamily  residential  mortgages .  1.41 

Commercial  RE  loans .  2.71 

Construction  RE  loans .  2.26 

Commercial  and  industrial  loans*  .  0.87 

Loans  to  individuals  .  2.06 

Credit  cards  .  1.81 

Installment  loans  .  2.42 

All  other  loans  and  leases .  0.30 

Percent  of  Loans  Charged-Off,  Net 

Total  loans  and  leases  .  0.87 

Loans  secured  by  real  estate  (RE)  .  0.19 

1-4  family  residential  mortgages  .  0.12 

Home  equity  loans .  0.13 

Multifamily  residential  mortgages .  0.02 

Commercial  RE  loans .  0.21 

Construction  RE  loans  .  -0.06 

Commercial  and  industrial  loans*  .  0.14 

Loans  to  individuals  .  3.34 

Credit  cards  .  4.76 

Installment  loans  .  1-38 

All  other  loans  and  leases .  0.02 

Loans  Outstanding  ($) 

Total  loans  and  leases  .  $500,091 

Loans  secured  by  real  estate  (RE)  .  162,652 

1-4  family  residential  mortgages  .  80,475 

Home  equity  loans .  14,212 

Multifamily  residential  mortgages .  5,270 

Commercial  RE  loans .  35,222 

Construction  RE  loans .  5,046 

Farmland  loans  .  677 

RE  loans  from  foreign  offices .  21,751 

Commercial  and  industrial  loans .  154,368 

Loans  to  individuals  .  113,156 

Credit  cards .  65,818 

Installment  loans  .  47,338 

All  other  loans  and  leases .  71,139 

Less:  Unearned  income  .  1,225 


Southeast 

Central 

Midwest 

Southwest 

West 

1.09 

1.48 

1.39 

1.29 

1.03 

1.14 

1.45 

0.94 

1.29 

1.14 

1.51 

1.51 

1.16 

1.77 

1.63 

0.68 

1.01 

0.52 

0.44 

0.79 

0.56 

1.05 

0.40 

0.36 

0.81 

0.58 

1.42 

0.77 

0.79 

0.54 

0.92 

2.30 

1.13 

1.14 

1.19 

0.55 

1.25 

1.25 

1.09 

0.53 

2.09 

2.29 

2.44 

1.92 

2.33 

2.94 

2.57 

2.23 

2.92 

2.77 

1.68 

2.22 

2.74 

1.81 

1.84 

0.29 

0.64 

0.64 

0.68 

0.24 

0.80 

0.88 

0.89 

0.81 

0.81 

1.01 

0.89 

0.67 

1.02 

0.98 

1.11 

0.83 

0.64 

1.03 

0.87 

0.38 

0.32 

0.13 

0.08 

0.46 

0.85 

0.95 

0.60 

0.42 

2.11 

1.10 

1.13 

0.73 

1.15 

1.36 

0.60 

1.04 

0.70 

0.77 

0.75 

0.59 

1.08 

1.10 

0.94 

0.64 

0.75 

0.87 

1.20 

0.51 

1.12 

1.35 

1.59 

1.60 

1.05 

1.84 

0.46 

0.68 

0.65 

0.44 

0.34 

0.21 

0.37 

0.50 

0.25 

0.39 

0.45 

0.61 

1.18 

0.39 

0.83 

0.09 

0.06 

0.00 

-0.02 

0.02 

0.12 

0.06 

0.03 

0.06 

0.08 

0.13 

0.17 

0.00 

0.56 

0.19 

0.04 

-0.04 

-0.03 

0.00 

0.02 

0.05 

0.03 

-0.11 

0.00 

-0.13 

-0.07 

0.03 

0.12 

-0.53 

-0.09 

0.18 

0.42 

1.23 

0.25 

0.42 

2.10 

2.23 

3.01 

1.55 

3.85 

4.59 

6.66 

4.55 

4.83 

5.87 

0.89 

0.97 

0.86 

1.15 

1.55 

0.12 

0.15 

0.60 

0.08 

0.16 

$374,268 

$303,977 

$141,147 

$126,264 

$326,945 

191,228 

130,996 

53,252 

47,678 

126,663 

107,345 

59,307 

25,070 

23,077 

61,182 

15,173 

15,348 

3,582 

742 

16,244 

5,270 

4,568 

2,149 

1,487 

3,707 

47,991 

40,224 

15,364 

15,567 

33,030 

13,522 

9,075 

4,513 

5,331 

8,470 

1,790 

2,451 

2,574 

1,473 

1,176 

137 

23 

0 

0 

2,853 

87,000 

81,367 

33,227 

38,976 

87,991 

63,176 

60,302 

38,248 

25,684 

57,172 

20,577 

12,346 

22,365 

2,609 

29.962 

42,598 

47,956 

15,884 

23,075 

27,211 

33,125 

31,572 

16,447 

14,197 

55,357 

261 

259 

27 

272 

238 

‘Includes  "All  other  loans"  for  institutions  under  $1  billion  in  asset  size. 


All 

Institutions 


1.21 

1.22 

1.53 

0.84 

0.66 

0.84 

1.27 

0.71 

2.34 

2.64 

2.11 

0.39 


0.97 

1.12 

1.02 

0.42 

1.16 

1.43 

0.93 

0.83 

1.28 

1.69 

0.96 

0.33 


0.72 

0.08 

0.09 

0.15 

0.00 

0.03 

-0.09 

0.33 

2.85 

5.09 

1.14 

0.13 


$1,772,692 

712,470 

356,456 

65,301 

22,451 

187,399 

45,958 

10,141 

24,764 

482,929 

357,738 

153,676 

204.062 

221.837 

2,282 
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Glossary 


Data  Sources 

Data  are  from  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC)  Reports  of  Condition 
and  Income  (call  reports)  submitted  by  all  FDIC- 
insured,  national-chartered  and  state-chartered 
commercial  banks  and  trust  companies  in  the 
United  States  and  its  territories.  Uninsured  banks, 
savings  banks,  savings  associations,  and  U.S. 
branches  and  agencies  of  foreign  banks  are  exclud¬ 
ed  from  these  tables.  All  data  are  collected  and  pre¬ 
sented  based  on  the  location  of  each  reporting  insti¬ 
tution’s  main  office.  Reported  data  may  include 
assets  and  liabilities  located  outside  of  the  reporting 
institution’s  home  state. 

The  data  are  stored  on  and  retrieved  from  the  OCC’s 
Integrated  Banking  Information  System  (IBIS),  which 
is  obtained  from  the  FDIC’s  Research  Information 
System  (RIS)  database. 

Computation  Methodology 

For  performance  ratios  constructed  by  dividing  an 
income  statement  (flow)  item  by  a  balance  sheet 
(stock)  item,  the  income  item  for  the  period  was  annu¬ 
alized  (multiplied  by  the  number  of  periods  in  a  year) 
and  divided  by  the  average  balance  sheet  item  for  the 
period  (beginning-of-period  amount  plus  end-of-period 
amount  plus  any  interim  periods,  divided  by  the  total 
number  of  periods).  For  “pooling-of-interest”  mergers, 
prior  period(s)  balance  sheet  items  of  “acquired”  insti¬ 
tutions)  are  included  in  balance  sheet  averages 
because  the  year-to-date  income  reported  by  the 
"acquirer”  includes  the  year-to-date  results  of  “acquired” 
institutions.  No  adjustments  are  made  for  “purchase 
accounting"  mergers  because  the  year-to-date  income 
reported  by  the  “acquirer”  does  not  include  the  prior-to- 
merger  results  of  “acquired”  institutions. 

Definitions 

Commercial  real  estate  loans — loans  secured  by  non¬ 
farm  nonresidential  properties. 

Construction  real  estate  loans — includes  loans  for  all 
property  types  under  construction,  as  well  as  loans 
for  land  acquisition  and  development. 

Core  deposits  the  sum  of  transaction  deposits  plus 
savings  deposits  plus  small  time  deposits  (under 
S100.000) 


IBIS — OCC’s  Integrated  Banking  Information  System 

Leverage  ratio — Tier-1  capital  divided  by  adjusted 
tangible  total  assets. 

Loans  to  individuals — includes  outstanding  credit 
card  balances  and  other  secured  and  unsecured 
installment  loans. 

Net  charge-offs  to  loan  and  lease  reserve — total  loans 
and  leases  charged  off  (removed  from  balance  sheet 
because  of  uncollectibility),  less  amounts  recovered 
on  loans  and  leases  previously  charged  off. 

Net  loans  and  leases  to  assets — total  loans  and  leas¬ 
es  net  of  the  reserve  for  losses. 

Net  operating  income — income  excluding  discre¬ 
tionary  transactions  such  as  gains  (or  losses)  on  the 
sale  of  investment  securities  and  extraordinary  items. 
Income  taxes  subtracted  from  operating  income  have 
been  adjusted  to  exclude  the  portion  applicable  to 
securities  gains  (or  losses). 

Net  operating  revenue — the  sum  of  net  interest 
income  plus  noninterest  income. 

Noncurrent  loans  and  leases — the  sum  of  loans  and 
leases  90  days  or  more  past  due  plus  loans  and  leas¬ 
es  in  nonaccrual  status. 

Nonperforming  assets — the  sum  of  noncurrent  loans 
and  leases  plus  noncurrent  debt  securities  and  other 
assets  plus  other  real  estate  owned. 

Number  of  institutions  reporting — the  number  of  insti¬ 
tutions  that  actually  filed  a  financial  report. 

Off-balance-sheet  derivatives — the  notional  value  of 
futures  and  forwards,  swaps,  and  options  contracts; 
beginning  March  31,  1995,  new  reporting  detail  per¬ 
mits  the  exclusion  of  spot  foreign  exchange  con¬ 
tracts.  For  March  31,  1984  through  December  31, 
1985,  only  foreign  exchange  futures  and  forwards 
contracts  were  reported;  beginning  March  31,  1986, 
interest  rate  swaps  contracts  were  reported;  begin¬ 
ning  March  31,  1990,  banks  began  to  report  interest 
rate  and  other  futures  and  forwards  contracts,  foreign 
exchange  and  other  swaps  contracts,  and  all  types  of 
option  contracts. 
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Other  real  estate  owned — primarily  foreclosed  prop¬ 
erty.  Direct  and  indirect  investments  in  real  estate 
ventures  are  excluded.  The  amount  is  reflected  net  of 
valuation  allowances. 

Percent  of  institutions  unprofitable — the  percent  of 
institutions  with  negative  net  income  for  the  respec¬ 
tive  period. 

Percent  of  institutions  with  earnings  gains — the  per¬ 
cent  of  institutions  that  increased  their  net  income  (or 
decreased  their  losses)  compared  to  the  same  period 
a  year  earlier. 

Reserve  for  losses — the  sum  of  the  allowance  for  loan 
and  lease  losses  plus  the  allocated  transfer  risk 
reserve. 

Residential  mortgage  assets — the  sum  of  1-4  family 
residential  mortgages  plus  mortgage-  backed  securi¬ 
ties. 

Return  on  assets  (ROA) — net  income  (including 
gains  or  losses  on  securities  and  extraordinary  items) 
as  a  percentage  of  average  total  assets. 

Return  on  equity  (ROE) — net  income  (including  gains 
or  losses  on  securities  and  extraordinary  items)  as  a 
percentage  of  average  total  equity  capital. 

Risk-based  capital  ratio — total  capital  divided  by  risk 
weighted  assets. 

Risk-weighted  assets — assets  adjusted  for  risk-based 
capital  definitions  which  include  on-  balance-sheet  as 
well  as  off-balance-sheet  items  multiplied  by  risk 
weights  that  range  from  zero  to  100  percent. 


Securities — excludes  securities  held  in  trading 
accounts.  Effective  March  31 ,  1994  with  the  full  imple¬ 
mentation  of  Financial  Accounting  Standard  (FAS) 
115,  securities  classified  by  banks  as  “held-to-matu- 
rity”  are  reported  at  their  amortized  cost,  and  securi¬ 
ties  classified  a  “available-for-sale”  are  reported  at 
their  current  fair  (market)  values. 

Securities  gains  (losses) — net  pre-tax  realized  gains 
(losses)  on  held-to-maturity  and  available-for-sale 
securities. 

Total  capital — the  sum  of  Tier-1  and  Tier-2  capital. 
Tier-1  capital  consists  of  common  equity  capital  plus 
noncumulative  perpetual  preferred  stock  plus  minori¬ 
ty  interest  in  consolidated  subsidiaries  less  goodwill 
and  other  ineligible  intangible  assets.  Tier-2  capital 
consists  of  subordinated  debt  plus  intermediate-term 
preferred  stock  plus  cumulative  long-term  preferred 
stock  plus  a  portion  of  a  bank’s  allowance  for  loan 
and  lease  losses.  The  amount  of  eligible  intangibles 
(including  mortgage  servicing  rights)  included  in  Tier- 
1  capital  and  the  amount  of  the  allowance  included  in 
Tier-2  capital  are  limited  in  accordance  with  supervi¬ 
sory  capital  regulations. 

Volatile  liabilities — the  sum  of  large-denomination 
time  deposits  plus  foreign-office  deposits  plus  feder¬ 
al  funds  purchased  plus  securities  sold  under  agree¬ 
ments  to  repurchase  plus  other  borrowings. 
Beginning  March  31,  1994,  new  reporting  detail  per¬ 
mits  the  exclusion  of  other  borrowed  money  with  orig¬ 
inal  maturity  of  more  than  one  year;  previously,  all 
other  borrowed  money  was  included.  Also  beginning 
March  31,  1994,  the  newly  reported  "trading  liabilities 
less  revaluation  losses  on  assets  held  in  trading 
accounts”  is  included. 
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Recent  Corporate  Decisions 


Interstate  Transactions 

The  Riegle-Neal  Interstate  Banking  and  Branching 
Efficiency  Act  of  1994  ("Riegle-Neal  Act”)  became 
effective  June  1,  1997,  allowing  banks  to  establish 
interstate  branching  operations  in  states  that  did  not 
pass  legislation  opting-out  of  interstate  banking.  Only 
the  states  of  Texas  (until  September  1999)  and 
Montana  (until  September  2000)  opted-out.  In  the 
third  quarter,  the  OCC  approved  16  Riegle-Neal 
mergers  and  7  other  interstate  transactions. 

Charters  and  Conversions 

On  July  9  and  July  14,  1997,  the  OCC  denied  two 
charter  proposals:  one  proposal  was  for  Queens, 
New  York  and  the  other  was  for  Grand  Chute, 
Wisconsin.  Both  organizing  groups  failed  to  demon¬ 
strate  that  the  proposed  banks  had  a  reasonable 
likelihood  of  success.  In  addition,  the  executive  offi¬ 
cers  for  both  proposals  did  not  have  the  knowledge 
or  experience  we  considered  necessary  to  operate  a 
national  bank  in  a  safe  and  sound  manner. 

On  August  20,  1997,  the  OCC  granted  a  preliminary 
conditional  approval  for  the  first  de  novo  electronic 
national  bank,  CompuBank,  National  Association, 
Houston,  Texas.  The  bank  will  deliver  products  and 
services  to  customers  primarily  through  electronic 
means — telephone  and  personal  computer.  It  will 
not  have  any  traditional  banking  offices.  And,  while 
it  will  not  initially  offer  banking  transactions  via  the 
Internet,  it  plans  to  add  that  delivery  option  in  the 
near  future.  The  bank  will  only  offer  checking  and 
savings  accounts  and  electronic  bill  payment  ser¬ 
vices;  it  will  not  offer  loans.  It  will  be  designated  a 
limited  purpose  bank  for  CRA  purposes  and  will 
seek  qualifying  community  development  investment 
and  service  opportunities  relating  to  the  provision  of 
computers  and  computer  training  in  low-  and  mod¬ 
erate-income  areas.  Final  approval  of  the  charter 
was  subject  to  several  special  requirements,  includ¬ 
ing  the  need  to  provide  the  OCC  with  a  complete 
description  of  its  final  information  system  architec¬ 
ture  and  having  the  installed  system  reviewed  for 
functionality  and  security  by  an  independent  firm. 
The  OCC  required  the  bank  to  maintain  a  Tier  1 
leverage  at  or  above  8  percent  for  the  first  three 
years,  submit  any  major  changes  in  its  initial  plans 
for  prior  OCC  review  and  approval,  and  notify  all 
potential  vendors  of  the  OCC’s  examination  and  reg¬ 
ulatory  authority  under  the  Bank  Service  Company 


Act.  The  bank  represented  that  its  internal  systems 
will  be  Year-2000  compliant. 

On  September  19,  1997,  the  OCC  granted  final 
approval  to  the  country’s  first  national  community 
development  bank,  Neighborhood  Development 
Bank,  National  Association,  San  Diego,  California.  The 
bank  opened  for  business  on  the  following  Monday, 
September  22,  1997,  and  immediately  consummated 
a  purchase  and  assumption  of  a  branch  from  Wells 
Fargo  Bank,  National  Association,  San  Francisco, 
California.  The  bank  opened  with  approximately  $9 
million  in  assets  and  net  capital  of  $5.3  million. 
Subsequently,  Community  Development  Financial 
Institution  Program  Fund  announced  that  the  bank 
was  awarded  $1.5  million  in  equity  capital,  bringing 
the  bank’s  net  capital  to  approximately  $6.8  million. 

On  August  4,  1997,  the  OCC  granted  conditional 
approval  for  Zale  Delaware,  Inc.,  to  establish  a 
national  Competitive  Equality  Banking  Act  (CEBA) 
credit  card  bank  in  Tempe,  Arizona,  to  be  titled, 
“Jewelers  National  Bank.”  The  approval  was  subject 
to  the  conditions  normally  imposed  on  national  CEBA 
credit  card  banks. 

Operating  Subsidiaries 

On  September  26,  1997,  Norwest  Bank  Minnesota, 
Minneapolis,  Minnesota,  received  approval  to  estab¬ 
lish  an  operating  subsidiary  to  reinsure  a  portion  of 
the  mortgage  insurance  for  loans  originated  or  pur¬ 
chased  by  the  bank  or  the  bank’s  lending  affiliates. 
The  application  was  the  fourth  application  approved 
in  reliance  on  OCC  Interpretive  Letter  No.  743 
(October  17,  1996).  The  previous  approvals  were 
granted  to  Chase  Manhattan  Bank  USA,  National 
Association,  Wilmington,  Delaware,  on  January  22, 
1997;  PNC  Bank,  National  Association,  Pittsburgh, 
Pennsylvania,  on  March  17,  1997;  and  Bank  One, 
Columbus,  National  Association,  Columbus,  Ohio,  on 
May  2,  1997. 

On  July  1,  1997,  Barnett  Bank,  National  Association, 
Jacksonville,  Florida,  received  approval  to  expand 
the  activities  of  an  existing  proprietary  Web  site  called 
“Price  Auto  Outlet."  Barnett  had  been  using  the  site  to 
market  its  own  off-lease  auto  inventory.  Acting  as  tind¬ 
er,  it  will  now  market  the  vehicles  of  unaffiliated  par¬ 
ties.  It  will  also  refer  buyers  to  various  affiliated  and 
unaffiliated  companies  offering  loans,  insurance, 
extended  warranties,  and  other  related  products 
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Appeals  Process 


Needs  to  Improve  CRA  Rating — 
Limited-Purpose  Institution 

Background 

A  formal  appeal  was  received  concerning  a  bank’s 
Community  Reinvestment  Act  (CRA)  rating  of  “Needs 
to  Improve  Record  of  Meeting  Community  Credit 
Needs”  (“Needs  to  Improve”).  The  bank  is  chartered 
under  the  Competitive  Equality  Banking  Act  (CEBA) 
and  engages  solely  in  consumer  credit  card  opera¬ 
tions.  For  CRA  purposes  the  bank  is  considered  a 
limited-purpose  bank  and  is  evaluated  under  the 
Community  Development  Test. 

The  bank  originally  filed  an  appeal  with  the  District 
Deputy  Comptroller,  who  confirmed  the  “Needs  to 
Improve”  rating  assigned  by  the  supervisory  office. 
Bank  management  then  appealed  to  the  ombuds¬ 
man. 

The  bank  stated  that  since  it  was  operating  under 
both  “old  and  new”  CRA  regulations  during  this  eval¬ 
uation  period,  that  OCC  examiners  had  not  fully  con¬ 
sidered  some  of  its  CRA  initiatives.  Specifically,  the 
bank  felt  its  program  to  provide  credit  cards  to  indi¬ 
viduals  living  in  low-  and  moderate-income  (LMI)  cen¬ 
sus  tracts  were  not  fully  considered,  although  that 
activity  does  not  meet  the  standards  under  the 
Community  Development  Test.  In  the  appeal  letter, 
management  stated  that  when  the  new  CRA  regula¬ 
tion  was  published  the  bank  considered  which  evalu¬ 
ation  methods  would  be  the  most  suitable  to  their 
business.  The  bank  added  that  of  the  three  possible 
options,  the  large  bank  and  strategic  plan  methods 
have  clear  minimum  transition  periods  of  12  to  18 
months  to  allow  an  institution  time  to  develop  and 
implement  programs  to  achieve  “satisfactory”  perfor¬ 
mance  under  the  revised  standards.  The  appeal  let¬ 
ter  stated  the  transition  period  under  the  limited-pur¬ 
pose  method  is  unclear. 

The  bank  relates  they  had  no  reason  to  think  that  their 
lending  activities  designed  for  CRA  objectives  since 
the  last  examination  would  not  be  fully  considered 
since  the  bank  was  operating  under  the  old  provi¬ 
sions  of  CRA  for  a  significant  portion  of  the  perfor¬ 
mance  period.  In  addition,  management  did  not 
agree  that  all  of  the  bank’s  community  development 
investments  and  services  within  its  assessment  area 
had  been  fully  considered. 


Discussion 

The  two  issues  resulting  from  the  appeal  are: 

1)  If  a  bank’s  designation  to  a  limited-purpose 
bank  falls  within  the  middle  of  an  evaluation 
period,  under  what  criteria  is  the  evaluation 
based?  and 

2)  Did  the  examiners  consider  all  of  the  bank’s 
community  development  investments  and  ser¬ 
vices  within  its  assessment  area? 

The  regulation,  12  CFR  25,  states  the  following: 

12  CFR  25.12 — Definitions 

For  purposes  of  this  part,  the  following  definitions 
apply: 

(o)  Limited-purpose  bank  means  a  bank  that 
offers  only  a  narrow  product  line  (such  as  cred¬ 
it  card  or  motor  vehicle  loans)  to  a  regional  or 
broader  market  and  for  which  a  designation  as 
a  limited-purpose  bank  is  in  effect,  in  accor¬ 
dance  with  25.25(b). 

12  CFR  25.25 — Community  development  test  for 
wholesale  or  limited-purpose  banks 

(b)  Designation  as  a  wholesale  or  limited-pur¬ 
pose  bank.  In  order  to  receive  a  designation 
as  a  wholesale  or  limited-purpose  bank,  a 
bank  shall  file  a  request,  in  writing,  with  the 
OCC,  at  least  three  months  prior  to  the  pro¬ 
posed  effective  date  of  the  designation.  If  the 
OCC  approves  the  designation,  it  remains  in 
effect  until  the  bank  requests  revocation  of 
the  designation  or  until  one  year  after  the 
OCC  notifies  the  bank  that  the  OCC  has 
revoked  the  designation  on  its  own  initiative. 

The  regulation  provides  for  a  bank  to  make  an  alter¬ 
native  election  under  a  strategic  plan,  however  it  stip¬ 
ulates  that  the  bank  will  have  to  be  operating  under 
an  approved  plan  for  at  least  one  year  before  being 
assessed  under  the  plan.  The  large  bank  method 
allowed  for  institutions  to  elect  to  operate  under  the 
old  standards  for  18  months,  the  time  between  the 
January,  1996  effective  date  on  which  to  begin  col¬ 
lecting  data  and  the  July,  1997  date  on  which  the  new 
examination  procedures  would  go  into  effect  and 
data  on  performance  was  available. 
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The  bank  did  seek  a  limited-purpose  designation  and 
it  became  effective  half  way  through  the  evaluation 
period  Subchapter  25  states  the  performance  crite¬ 
ria  for  the  community  development  test  as  follows: 

(c)  Performance  criteria.  The  OCC  evaluates 
the  community  development  performance  of  a 
wholesale  or  limited-purpose  bank  pursuant  to 
the  following  criteria: 

(1)  The  number  and  amount  of  community 
development  loans  (including  originations 
and  purchases  of  loans  and  other  commu¬ 
nity  development  loan  data  provided  by 
the  bank,  such  as  data  on  loans  outstand¬ 
ing,  commitments,  and  letters  of  credit), 
qualified  investments  or  community  devel¬ 
opment  services; 

(2)  The  use  of  innovative  or  complex  qual¬ 
ified  investments,  community  development 
loans,  or  community  development  services 
and  the  extent  to  which  the  investments 
are  not  routinely  provided  by  private 
investors;  and 

(3)  The  bank’s  responsiveness  to  credit 
and  community  development  needs. 

Based  on  the  above  information,  the  regulation  does 
not  address  under  what  criteria  a  bank,  approved  as 
limited-purpose  bank  during  the  middle  of  an  evalua¬ 
tion  period,  will  be  assessed. 

Conclusion 

The  regulation  does  not  directly  address  how  a  bank 
will  be  evaluated  which  changes  designation  from  a 


large  to  a  limited-purpose  bank  during  an  evaluation 
period.  Although  the  choice  to  seek  a  limited-pur¬ 
pose  designation  is  that  of  the  bank,  the  granting  of 
this  designation  does  not  unilaterally  erase  all  CRA 
initiatives  performed  to  that  date.  Therefore,  future 
letters  from  the  OCC  granting  approval  for  a  limited- 
purpose  designation  will  contain  language  address¬ 
ing  how  the  bank  will  be  evaluated  during  their  next 
CRA  examination. 

In  the  case  of  this  institution,  the  length  of  time  from 
the  designation  as  a  limited-purpose  bank  until 
receipt  of  the  appeal  was  considered  adequate  to 
assess  the  bank  under  the  Community  Development 
Test.  While  the  bank’s  belief  that  providing  credit 
cards  to  individuals  living  in  LMI  census  tracts  is  with¬ 
in  the  spirit  of  CRA  is  understandable,  providing  cred¬ 
it  cards  does  not  fall  within  the  community  develop¬ 
ment  definition  contained  within  the  CRA  regulation. 
The  supervisory  office  was  appropriate  in  its  exclu¬ 
sion  of  these  activities. 

During  the  review  of  the  bank’s  community  develop¬ 
ment  investments  it  was  found  that  not  all  qualified 
investments  had  been  fully  identified  or  presented  by 
the  bank  to  the  examiners  for  consideration,  including 
investments  in  state-wide  and  regional  organizations 
that  includes  the  bank’s  assessment  area.  In  addi¬ 
tion,  some  CRA  initiatives  that  were  in  the  early  stages 
of  development  during  the  examination  had  pro¬ 
gressed  to  the  point  where  some  consideration  could 
be  given.  After  reassessing  and  factoring  in  these 
additional  investments  and  initiatives,  the  ombuds¬ 
man  concluded  that  the  bank’s  CRA  performance 
level  met  the  standards  for  “Satisfactory  Record  of 
meeting  Community  Credit  Needs.”  The  district  pre¬ 
pared  a  revised  CRA  Public  Disclosure. 
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Statement  required  by  12  USC  250:  The  views 
expressed  herein  are  those  of  the  Office  of  the 
Comptroiier  of  the  Currency  (OCC)  and  do  not  nec¬ 
essarily  represent  the  views  of  the  President. 

During  a  recent  meeting  in  Italy,  I  dined  with  a  promi¬ 
nent  bank  supervisor  who  spoke  of  the  fabled  con¬ 
nection  between  Rome’s  greatness  and  the  seven 
hills  upon  which  it  sits.  I  replied  that  by  the  same 
logic,  San  Francisco,  built  on  twice  as  many  hills, 
must  be  twice  the  town! 

Not  that  I  make  any  pretense  of  impartiality  about  the 
City  by  the  Bay.  It  has  been  called  the  most  European 
of  all  American  cities,  but  I  think  that  comparison  most¬ 
ly  flatters  the  Europeans.  As  my  flight  approached  San 
Francisco  yesterday,  with  the  city’s  panorama  stretch¬ 
ing  out  before  me,  I  recalled  John  Steinbeck’s  descrip¬ 
tion  of  the  place:  “a  gold  and  white  acropolis,  rising 
wave  on  wave  against  the  blue  of  the  Pacific  sky,  a 
stunning  thing,  a  painted  thing.”  It  is  always  good  for 
the  soul  to  return  to  San  Francisco,  a  town  long  known 
as  Yorba  Buena — “the  good  grass,”  a  magnet  for 
enterprising  cattlemen — until  the  name  was  changed 
in  1847,  exactly  a  century  and  a  half  ago. 

There’s  another  anniversary  I’d  like  to  talk  to  you 
about  this  afternoon.  Twenty  years  ago  this  fall,  on 
October  12,  1977,  the  Community  Reinvestment  Act 
was  signed  into  law.  That  Act  was  predicated  on  two 
basic  assumptions:  first,  that  America’s  inner  cities 
were  desperately  in  need  of  new  investment  that  the 
federal  government,  with  its  budget  constraints, 
could  not  provide  by  itself;  second,  that  new  private 
and  public  partnerships  and  private-sector  pursuit  of 
business  opportunities  were  needed  to  complement 
direct  government  subsidies. 

The  Community  Reinvestment  Act  also  said  that  pri¬ 
vate  corporations  that  provide  basic  services  and 
receive  public  benefits  assume  certain  public  respon¬ 
sibilities. 

Twenty  years  after  the  CRA  was  signed  into  law  is  an 
opportune  moment  to  reflect  upon  the  past  and  look 
to  the  future.  Is  CRA  still  needed  today?  To  what 
extent  are  the  principles  underlying  it  still  valid?  What 
steps  can  we  take  to  ensure  that  in  the  coming 
decades  we  build  upon  the  business  and  social  ben¬ 


efits  that  CRA  has  delivered  in  its  first  twenty  years? 
And  what  actions  must  we  take  to  maintain  the  prop¬ 
er  balance  between  community  needs  and  the  legiti¬ 
mate  interests  of  the  industry? 

Let  me  remind  you  that  in  the  beginning,  there  was 
considerable  skepticism  that  such  a  balance  was 
even  achievable.  Extremists  on  both  sides  shaped  the 
initial  debate.  The  Community  Reinvestment  Act 
instantly  became  the  banking  industry’s  least-favorite 
law — a  symbol  of  heavy-handed,  intrusive  government 
interfering  with  the  free  market.  Some  bankers  raised 
the  specter  of  credit  allocation:  federal  bureaucrats, 
they  charged,  were  impinging  on  the  bankers’  respon¬ 
sibility  to  make  those  loans — and  only  those  loans — 
that  conformed  to  standard  banking  principles. 

On  the  other  side,  some  community  advocates  saw 
CRA  as  a  panacea  that  would  mobilize  private  capi¬ 
tal  to  fight  and  win  the  war  on  poverty  and  urban 
blight — problems  they  blamed  on  tightfisted  bankers 
indifferent  to  the  country’s  problems. 

In  the  face  of  these  unrealistic  and  irreconcilable 
fears  and  expectations,  federal  banking  regulators 
were  slow  to  effectively  implement  CRA.  This  was 
especially  true  in  the  early  1980s,  when  the  political 
climate  turned  hostile  to  regulation  and  government 
mandates.  In  congressional  hearings  timed  to  coin¬ 
cide  with  CRA’s  tenth  anniversary,  in  1987,  testimony 
centered  on  the  law’s  failures.  Despite  continuing 
racial  discrimination  in  home  mortgage  lending, 
despite  declining  home  ownership  rates  nationwide, 
and  disinvestment  in  low-  and  moderate-income 
neighborhoods,  the  regulatory  agencies  were  cutting 
back  on  the  time  and  personnel  devoted  to  CRA 
enforcement. 

This  led  to  CRA  reform  beginning  in  1989.  The 
omnibus  banking  act  known  as  FIRREA  (Financial 
Institutions  Reform,  Recovery,  and  Enforcement  Act 
of  1989)  required  the  public  disclosure  of  each  banks 
CRA  ratings — the  first  time  in  American  banking  his¬ 
tory  that  confidential  examination  results  were  to  be 
reported  to  the  public.  Regulators  stepped  up  CRA 
enforcement. 

Despite  these  efforts,  complaints  persisted  Critics 
charged  that  the  CRA’s  rules  and  goals  were  unclear 
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The  regulatory  agencies  were  cited  for  failing  aggres¬ 
sively  to  penalize  poor  performance.  Bankers  com¬ 
plained  that  the  examination  standards  were  applied 
unevenly,  and  that  the  process  seemed  driven  by 
paperwork  requirements  rather  than  actual  lending 
performance. 

So,  in  July  1993,  President  Clinton  ordered  the  regu¬ 
latory  agencies  to  develop  new  CRA  regulations  and 
examination  procedures  that  “replace  paperwork  and 
uncertainty  with  greater  performance,  clarity,  and 
objectivity.”  And  that  is  what  we  did.  After  hearing 
from  hundreds  of  banks,  community  groups,  small 
businesses,  government  officials,  and  private  citi¬ 
zens,  we  promulgated  new  CRA  regulations  that  fea¬ 
tured  clearer  and  more  objective  evaluation  stan¬ 
dards,  eliminated  unnecessary  documentation 
requirements,  offered  more  flexibility  in  defining  CRA 
requirements  for  large  and  small  banks,  and  provided 
new  opportunities  for  public  involvement. 

The  results  of  our  new  emphasis  on  CRA  compliance 
have  been  heartening.  Since  CRA  became  law  in  1977, 
we  have  witnessed  more  than  $215  billion  of  loan  com¬ 
mitments  for  low-  and  moderate-income  lending. 
Remarkably,  $175  billion — a  full  81  percent  of  the 
total — has  happened  in  the  past  three  years  alone. 
Since  1993,  when  I  became  Comptroller,  home  mort¬ 
gage  loans  to  low-  and  moderate-income  census  tracts 
have  risen  by  22  percent,  more  than  twice  as  fast  as  the 
rate  of  growth  in  all  home  mortgage  loans.  In  the  past 
four  years,  banks  have  invested  four  times  as  much  in 
community  development  projects  as  they  did  in  the 
whole  previous  30  years.  San  Francisco  has  been  a 
major  beneficiary  of  these  lending  partnerships. 

These  numbers  should  make  everyone  in  this  room 
proud— bankers,  community  leaders,  and  bank  regu¬ 
lators.  I  am  particularly  proud  of  the  OCC  for  leading 
the  effort.  But  the  job  is  far  from  complete.  Despite  the 
impact  that  community  development  activities  have 
made  in  the  lives  of  our  people — an  impact  I  have 
seen  with  my  own  eyes  in  visits  to  small  towns  and 
big-city  neighborhoods  all  across  America — poverty 
remains  an  intractable  and  pervasive  feature  of 
American  life  At  last  count,  in  1994,  15  percent  of  our 
people — and  30  percent  of  the  African-American  and 
Hispanic  populations — subsisted  below  the  poverty 
line  Across  our  nation,  two  out  of  every  1 1  children 
live  in  poverty,  with  all  of  its  consequent  ills:  higher 
rates  of  child  abuse  and  neglect,  lower  immunization 
rates  high  violent-death  rates,  and  high-school  drop¬ 
out  rates  Two  and  a  half  million  poor  children  live  in 
California  alone,  where  housing  costs  squeeze  family 
budgets  aggravating  the  problems  of  inadequate 
food  clothing,  and  medical  care. 


Now,  I  have  no  illusions  that  CRA  can  bridge  the  huge 
opportunity  gap  for  low-  and  moderate-income 
Americans.  The  Community  Reinvestment  Act  alone 
cannot  solve  a  myriad  of  problems— poor  schools, 
crime,  health  care— that  afflict  low-  and  moderate- 
income  Americans.  CRA  is  about  doing  profitable 
business,  making  good  loans,  and  providing  services 
for  those  low-  and  moderate-income  Americans  who 
are  able  to  pay  for  them.  This  is  not  to  deprecate  the 
genuine  genius  of  CRA;  for  unlike  a  handout,  CRA 
brings  people  into  the  mainstream  of  America’s  great 
free  market,  not  as  second-class  citizens,  but  as  full, 
responsible  participants  in  their  society. 

But  even  without  CRA’s  structural  limitations,  we  have 
to  face  up  to  the  fact  that  the  banking  industry  can 
only  do  so  much.  Perhaps  the  most  difficult  challenge 
over  the  long  term  is  that  CRA  covers  an  ever-shrink¬ 
ing  share  of  the  financial  services  industry.  The  day 
may  come  when  banks  can  provide  all  the  financial 
services  low-  and  moderate-income  Americans  need, 
including  insurance  and  pension  fund  management. 
But  we  are  not  there  yet.  Nonbanks  still  dominate 
those  critically  important  markets  and  are  now  formi¬ 
dable  competitors  in  markets  which  bankers  once  did 
dominate. 

The  rise  of  full-service  nonbank  providers  as  relative¬ 
ly  unregulated  competitors  for  the  business  that  once 
belonged  to  bankers  is  a  phenomenon  with  which  all 
of  you  are  familiar.  The  numbers  tell  the  story.  In  1990, 
for  the  first  time  in  history,  nonbanks  held  a  larger 
share  of  the  nation’s  financial  assets  than  commercial 
banks  and  thrifts  combined.  In  1993,  for  the  first  time 
in  history,  mutual  fund  assets  exceeded  bank  time 
deposits,  and  the  gap  continues  to  grow.  Today, 
Americans  have  close  to  $4  trillion  invested  in  mutual 
funds,  compared  to  under  $3  trillion  in  bank  and  thrift 
deposits.  In  1994,  again  for  the  first  time  in  history, 
commercial  paper  outstanding  exceeded  the  total 
value  of  bank  commercial  and  industrial  loans. 

Several  trends  account  for  the  loss  of  banking’s  once- 
dominant  position  in  the  financial  services  market. 
Advances  in  technology  now  permit  nonbanks  easily 
to  obtain  the  information  they  need — information  that 
banks  once  monopolized — to  make  prudent  and  prof¬ 
itable  loans.  Our  global  economy  has  brought  new 
financial  competitors  to  our  shores.  Demographic 
changes — especially  our  aging  population — has  cre¬ 
ated  a  demand  for  new  financial  products  and  ser¬ 
vices,  some  of  which  banks  have  not  been  legally 
permitted  or  well  positioned  to  supply. 

Banks  are  also  subject  to  rules  and  regulations  not 
applicable  to  their  nonbank  competitors.  Most  non¬ 
bank  providers  would  admit  that  freedom  from  regu- 
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latory  restraints  gives  them  an  advantage  in  any  com¬ 
petition  with  banks.  Finance  companies,  for  example, 
make  loans  the  same  way  banks  do,  but  they  enjoy 
greater  freedom  from  capital  requirements,  limits  on 
loans  to  single  or  related  borrowers,  and  limits  on 
transactions  with  parents  and  affiliates.  Immunity  from 
reserve  requirements  enables  money  market  mutual 
funds  to  offer  depositors  higher  rates  of  interest  than 
the  best  managed  bank  could  match.  None  of  the 
non-traditional  financial  providers  need  comply  with 
the  extensive  reporting  requirements  that  apply  to 
banks  and  none  is  subject  to  similar  restrictions  on 
corporate  organization.  And,  of  course,  none  is  sub¬ 
ject  to  the  CRA. 

I  ask  you:  Does  this  make  sense?  In  an  era  where  all 
financial  services  are  converging,  why  does  only  one 
segment  of  the  financial  services  industry  have  to 
comply  with  a  CRA-type  of  responsibility?  The  answer 
can’t  be  need.  Our  low-  and  moderate-income  com¬ 
munities  would  welcome  with  open  arms  the  special 
expertise,  the  products,  and  the  resources  that  our 
nonbanks  have  to  offer. 

Nor  can  concerns  about  safety  or  profitability  explain 
why  CRA-like  principles  have  not  been  extended  to 
nonbanks.  The  Community  Reinvestment  Act  has 
hardly  damaged  banking.  Quite  the  opposite:  the 
greatest  era  of  CRA  activity  in  history,  the  last  three 
years,  has  also  seen  the  highest  levels  of  bank  prof¬ 
itability  in  history.  I  would  perhaps  not  go  so  far  as  to 
say  that  the  upswings  in  CRA  activity  and  bank  profits 
are  cause  and  effect.  But  there  is  no  gainsaying  the 
evidence  of  mutually  profitable  relationships  between 
banks  and  their  communities  that  have  developed  and 
are  continuing  to  develop  in  the  CRA  context. 

I  recognize  that  even  to  raise  the  question  of  whether 
to  extend  the  principles  underlying  CRA  to  other  parts 
of  the  financial  services  industry  will  generate  contro¬ 
versy  and  elicit  many  questions  in  response. 
Insurance  and  securities  firms  will  ask:  How  can  we 
meet  a  CRA-like  requirement  for  low-  and  moderate- 
income  lending  when  our  business  has  nothing  to  do 
with  making  loans?  Mortgage  companies,  pointing  to 
their  growing  share  of  the  low-  and  moderate-income 
mortgage  and  consumer  lending  markets,  will  ask: 
What’s  the  point  of  involving  a  third  party  to  encour¬ 
age  us  to  do  what  we  are  doing  already?  Pension 
fund  managers  will  ask:  How  can  we  be  expected  to 
reconcile  outside  mandates  with  our  fiduciary  duties 
to  employees  and  retirees?  And  all  nonbanks  will 
doubtlessly  ask  why  they  should  have  to  assume 
CRA-like  obligations  when,  according  to  them,  they 
don't  even  share  in  the  public  subsidies  enjoyed  by 
banks  in  the  form  of  deposit  insurance,  access  to  the 
Federal  Reserve’s  discount  window,  and  so  forth. 


I  do  not  believe  these  questions  should  keep  us  from 
considering  how  the  principles  underlying  CRA  might 
be  extended  to  embrace  the  broader  financial  ser¬ 
vices  industry.  To  help  low-  and  moderate-income 
Americans  have  fair  and  equal  access  to  financial 
services  does  not  necessarily  mean  the  imposition  of 
a  CRA-type  of  responsibility  in  a  rigid,  one-size-fits-all 
way.  Indeed,  just  as  our  new  CRA  regulations  enable 
us  to  differentiate  between  the  needs  and  capacities 
of  both  large  and  small  banks,  community  investment 
requirements  for  nonbanks  could  be  flexible  enough 
to  accommodate  different  corporate  strategies  and 
structures.  For  example,  nonbanks  could  enter  into 
partnerships  with  Community  Development  Financial 
Institutions  in  the  same  way  that  conventional  institu¬ 
tions  have  done — through  co-investments,  contribu¬ 
tions  to  lending  pools,  and  so  on.  I  have  seen  pro¬ 
posals  for  parallel  banks  to  establish  and  fund  a 
National  Reinvestment  Bank,  which  would  provide  a 
capital  base  for  CDFIs.  Making  insurance  coverage 
more  accessible  and  affordable  would  be  a  worthy 
CRA-like  goal. 

Let  me  emphasize  once  again  that  I  am  not  endors¬ 
ing  any  particular  arrangement — or  any  arrangement. 
But  I  am  suggesting  that  we  ask  these  important 
questions  and  begin  thinking  about  how  these 
responsibilities  should  be  shared. 

There  is  no  doubt  that  many  nonbanks  are  already 
doing  various  kinds  of  good  work  that  serves  the 
broader  public  interest.  So  did  many  banks  before 
CRA  was  passed.  Nonetheless,  CRA  has  added 
value.  It  has  helped  bring  banks  and  community 
leaders  together.  It  has  given  a  sharper  focus  to  the 
needs  of  our  underserved  communities.  It  has  given 
us  a  way  of  assessing  our  communities’  credit 
needs  and  measuring  how  well  our  lenders  are 
meeting  them  over  time.  It  has  provided  a  tool  for 
ensuring  that,  for  example,  mortgage  lending  by 
financial  institutions  addresses  the  housing  needs  of 
all  our  people,  not  just  the  most  affluent  ones.  It  has 
enabled  us  to  separate  serious  programs  from  those 
that  may  make  good  public-relations  sense  but  little 
long-term  difference  in  the  life  of  a  community.  It  has 
enabled  us  to  do  a  better  job  of  ensuring  that  basic 
financial  services  are  available  to  all  Americans 
without  discrimination. 

Finally,  it  is  important  that  we  address  the  question  of 
the  quid  pro  quo  that  allegedly  rewards  banks  for 
their  CRA  activities  with  a  supposedly  lavish  array  of 
public  benefits  unavailable  to  nonbank  providers  We 
have  been  hearing  much  of  late  about  this  so-called 
“safety  net"  subsidy.  Let  me  say  parenthetically  that 
recent  empirical  research  finds  that  this  bank  subsidy 
argument  does  not  hold  water — that  only  a  small 
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minority  of  banks  receive  a  net  benefit,  which  is  mini¬ 
mal  at  best. 

In  the  present  context,  however,  we  must  keep  in 
mind  that  nonbanks  enjoy  significant  public  benefits, 
too — benefits  that  reduce  their  costs  of  doing  busi¬ 
ness  and  represent  significant  actual  and  potential 
liabilities  to  the  nation's  taxpayers.  Although  mutual 
funds  and  pension  funds  are  backed  by  industry- 
funded  guarantee  associations,  both  the  Securities 
Investors  Protection  Corporation  and  the  Pension 
Benefit  Guarantee  Corporation  have  standby  lines  of 
credit  with  the  U.S.  Treasury — $100  million  for  PBGC, 
$1  billion  for  SIPC.  Securities  firms  have  access  to  the 
Fed's  discount  window.  Insurance  companies  benefit 
from  a  variety  of  congenial  public  policies:  in  most 
states,  insurers  can  deduct  contributions  to  the  guar¬ 
antee  funds  from  their  state  taxes.  Insurance  annu¬ 
ities  build  value  tax  deferred.  Finance  companies  do 
a  bustling  business  in  federally-subsidized  loans  to 


home  buyers,  small  business  people,  and  students. 
One  other  thing  nonbank  providers  share  is  the  bene¬ 
fit  of  the  increasingly  widespread  assumption  among 
investors  that  the  Federal  Reserve  would  exercise  its 
authority  as  lender  of  last  resort  to  stave  off  short-term 
liquidity  crises  for  nonbanks  as  well  as  banks. 

We  live  in  an  age  that  is  redefining — and  quite  prop¬ 
erly  so — the  role  of  government  in  the  lives  of  our  peo¬ 
ple.  The  Community  Reinvestment  Act — a  law  that 
calls  for  no  public  expenditures,  little  bureaucratic 
intervention,  and  local  control — has  become  a  model 
for  this  new  relationship.  As  we  move  forward  into  the 
twenty-first  century,  I  believe  we  must  begin  now  to 
seriously  focus  on  this  central  question:  To  what 
degree  should  financial  providers  beside  banks  be 
asked  to  step  up  to  the  plate  and  participate  in  a 
CRA-like  program  as  the  banking  industry  has  done? 
I  look  forward  to  fruitful  discussions  on  this  question  in 
the  months  ahead. 
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Testimony  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  Finance  and  Hazardous  Materials,  CJ.S.  House  Committee  on 
Commerce,  on  financial  modernization  legislation  under  consideration, 
Washington,  D.C.,  July  17,  1997 


Statement  required  by  12  USC  250:  The  views 
expressed  herein  are  those  of  the  Office  of  the 
Comptroller  of  the  Currency  and  do  not  necessarily 
represent  the  views  of  the  President. 

Mr.  Chairman  and  members  of  the  Subcommittee,  I 
appreciate  this  opportunity  to  discuss  the  financial 
modernization  legislation  you  now  have  under  con¬ 
sideration.  The  issues  you  face  are  exceedingly  diffi¬ 
cult.  The  financial  services  marketplace  has  changed 
significantly  since  Congress  last  enacted  legislation 
as  comprehensive  as  the  proposal  now  before  you. 
The  challenge  is  to  design  a  new  framework  that 
gives  the  financial  services  industry  true  flexibility  to 
evolve  with  a  changing  marketplace  and  respond  to 
consumer  needs,  while  preserving  the  elements  that 
have  been  critical  to  the  success  of  our  current  sys¬ 
tem.  Actions  by  regulators  are  not,  and  cannot  be,  a 
substitute  for  legislation  that  accomplishes  that  formi¬ 
dable  task.  I  therefore  commend  you,  Mr.  Chairman, 
and  members  of  the  Subcommittee,  for  grappling 
with  the  difficult  but  crucial  issues  presented  by  mod¬ 
ernization  legislation. 

I  will  begin  my  testimony  by  discussing  some  of  the 
regulatory  and  supervisory  changes  undertaken  by 
the  Office  of  the  Comptroller  of  the  Currency  (OCC)  in 
recent  years,  because  I  recognize  that  members  of 
the  Subcommittee  have  expressed  interest,  and,  in 
some  cases,  concerns,  about  these  changes.  A  brief 
summary  of  these  developments  should  illustrate  that 
careful  regulatory  and  supervisory  changes  can 
enhance  the  long-term  safety  and  soundness  of  the 
National  Banking  System  and  ensure  that  national 
banks  are  able  to  fulfill  the  role  that  Congress  envi¬ 
sioned  for  their  support  of  the  American  economy. 
Next,  as  you  requested,  I  will  offer  my  comments  on 
the  financial  services  modernization  legislation  cur¬ 
rently  under  consideration.  The  House  Banking 
Committee  made  a  significant  effort  to  design  a  new 
regime  to  govern  the  financial  services  industry.  As  I 
will  discuss,  however,  the  proposed  legislation  falls 
short  in  certain  critical  areas.  I  am  particularly  con¬ 
cerned  that  it  would  lead  to  increased  regulatory  bur¬ 
den,  restrict  organizational  flexibility,  and  limit  compe¬ 
tition  by  imposing  unnecessary  restrictions  on  firms. 
Therefore,  I  believe  that  further  efforts  are  required  to 
arrive  at  a  proposal  that  truly  promotes  the  interests  of 
the  American  consumer  and  economy. 


Ensuring  Safety  and  Soundness  in  a 
Changing  Environment 

The  financial  services  business  is  changing  with 
increasing  rapidity,  resulting  in  new  challenges  to  the 
long-term  health  of  the  industry.  Advances  in  technol¬ 
ogy  are  fundamentally  changing  how  information  is 
created,  processed,  and  delivered — the  heart  of  what 
banks  do.  These  advances  have  allowed  new  partic¬ 
ipants  to  compete  in  the  banking  arena  and  have 
blurred  differences  among  existing  financial  services 
products.  Firms  in  different  sectors  of  the  financial 
industry  offer  products  to  their  customers  that  are 
functionally  comparable,  but  bear  different  labels.  In 
addition,  the  mix  of  products  and  services  that  con¬ 
sumers  want  and  need  has  changed  and  will  contin¬ 
ue  to  change  with  increasing  consumer  sophistication 
and  changing  demographics. 

Although  the  business  of  banking  has  changed  great¬ 
ly  since  Congress  created  the  OCC  in  1863,  the  mis¬ 
sion  of  the  OCC  has  remained  constant:  to  charter, 
regulate,  and  supervise  national  banks  to  ensure  a 
safe,  sound,  and  competitive  National  Banking 
System  that  supports  the  citizens,  communities,  and 
economy  of  the  United  States.  The  National  Currency 
Act  of  1863,  revised  and  renamed  the  National  Bank 
Act  in  1864,  was  based  on  the  belief  that  a  safe,  sta¬ 
ble  system  of  national  banks  was  indispensable  to 
our  country’s  economic  future.  Consistent  with  that 
belief,  Congress  provided  that  the  details  of  what 
national  banks  could  do  would  evolve  with  a  chang¬ 
ing  environment.  Thus,  the  law  endowed  the 
Comptroller  with  a  large  measure  of  discretion  in  reg¬ 
ulating  the  system  under  his  care,  which  four  recent 
Supreme  Court  decisions  have  reaffirmed.  These 
decisions  reflect  the  understanding  of  Congress, 
embodied  in  the  National  Bank  Act,  that  failure  to 
change  would  make  banking  less  relevant  to  the 
needs  of  the  economy  and  would  also  make  bank 
supervision  and  regulation  less  effective  in  assuring 
safety  and  soundness. 

In  my  testimony  today,  I  will  describe  two  developing 
areas  of  bank  supervision  and  regulation  that  are  of 
particular  interest  to  this  Subcommittee  as  it  consid¬ 
ers  financial  modernization  legislation:  insurance 
sales  by  banks  and  the  OCC’s  revised  Part  5  regula¬ 
tion,  which  details  the  process  by  which  banks  can 
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apply  to  engage,  through  operating  subsidiaries,  in 
activities  that  are  part  of  or  incidental  to  the  business 
of  banking. 

Insurance 

It  is  important  to  recognize  that  national  banks’ 
authority  to  sell  insurance  is  long-standing.  In  1916, 
Congress  authorized  national  banks  to  act  as  gener¬ 
al  insurance  agents  from  places  of  fewer  than  5,000 
people  under  12  USC  92.  In  addition,  under  12  USC 
24(Seventh),  national  banks  are  authorized  to  engage 
in  activities  that  are  part  of  or  incidental  to  the  busi¬ 
ness  of  banking,  which  includes  selling  credit-related 
insurance  and  annuities. 

There  are  good  public  policy  reasons  for  Congress’ 
decision  to  allow  banks  to  sell  insurance.  Not  only  the 
OCC,  but  others,  including  the  General  Accounting 
Office  (GAO),  believe  that  insurance  sales  are  a  low- 
risk  business  that  complements  other  financial  prod¬ 
ucts  and  services  offered  by  banks  and  gives  con¬ 
sumers  greater  choice  and  convenience.  For  exam¬ 
ple,  in  1990,  the  GAO  concluded  that  “[expanded 
bank  sales  of  insurance  underwritten  by  unaffiliated 
insurance  companies  would  not  endanger  bank  safe¬ 
ty  and  soundness.”1  Ultimately,  increased  competi¬ 
tion  can  be  expected  to  lower  insurance  costs  to  con¬ 
sumers  and  increase  availability  of  insurance  prod¬ 
ucts  to  more  sectors  of  our  economy.2 

Courts  have  repeatedly  recognized  the  authority  of 
national  banks  to  engage  in  insurance  activities.3  In 
Barnett  v.  Nelson ,  the  Supreme  Court  found  that  a 
State  law  that  prohibited  national  banks  from  exercis¬ 
ing  their  insurance  powers  authorized  under  12  USC 
92  had  to  yield  to  national  banks'  authority  under  fed¬ 
eral  law.  Other  appellate  judicial  decisions  have 
made  clear  that  there  is  no  geographic  limitation  on 
the  scope  of  a  national  bank's  insurance  activities 
under  Section  92. 4  In  January  1995,  the  Supreme 


1  Bank  Powers  Issues  Relating  to  Banks  Selling  Insurance. 
General  Accounting  Office  Report  to  the  Chairman,  Committee  on 
Small  Business,  U  S  House  of  Representatives,  September  1990, 
at  5 

^For  a  discussion  of  the  competitive  effects  of  bank  insurance 
.ales  see  The  Potential  Costs  and  Benefits  of  Allowing  Banks  to 
Sell  Insurance ,  Consumer  Federation  of  America,  1987. 

^ See.  eg  US  National  Bank  of  Oregon  v.  Independent 
Insurance  Agents.  508  U  S  439  (1993),  NationsBank  v.  Variable 
Annuity  Life  Insurance  Co ,  513  U  S  251  (1995),  Barnett  Bank  v. 
Nelson.  1 16  S  Ct  1103(1996) 

4 See  Independent  Insurance  Agents  of  America  v.  Ludwig,  997 
F2d  958  (D  C  Cir  1993).  NBD  Bank  v  Bennett.  67  F3d  629  (7th 
Cir  1995) 


Court  unanimously  upheld  the  Comptroller’s  determi¬ 
nation  that  all  national  banks  may  act  as  an  agent  in 
the  sale  of  fixed  and  variable  rate  annuities  as  part  of 
or  incidental  to  the  business  of  banking. ‘J 

The  OCC  does  not  dispute  that  state  laws  apply  to 
national  banks'  sales  of  insurance.  As  a  result  of  the 
Barnett  decision,  there  recently  has  been  considerable 
discussion  concerning  whether  state  law  is  preempted 
for  national  banks.  It  is  the  OCC’s  position  that  gener¬ 
ally  applicable,  non-discriminatory  state  laws  regulat¬ 
ing  the  business  of  insurance  apply  to  national  banks. 
For  example,  generally  applicable,  non-discriminatory 
state  laws  regulating  solvency,  competence,  fair  deal¬ 
ing,  and  personnel  training  and  qualifications  of  insur¬ 
ance  providers  apply  to  national  banks. 

On  the  other  hand,  if  state  law  is  above  this  “water¬ 
line,”  that  is,  if  it  has  special  features  that  single  out 
banks  for  additional  requirements,  the  law  may  impair 
the  ability  of  national  banks  to  exercise  their  federally 
authorized  powers.  If  so,  under  judicially  developed 
preemption  principles  elucidated  by  the  courts  over 
the  last  century,  that  state  law  may  be  preempted. 
The  key  will  be  whether  the  special  impact  on  banks 
reaches  a  level  above  the  “waterline”  that  significant¬ 
ly  interferes  with  their  ability  to  exercise  powers 
authorized  under  federal  law.  Although  the  OCC, 
upon  request,  may  issue  advisory  opinions  or  inter¬ 
pretive  rulings  regarding  preemption  issues,  the 
courts  have  always  been — and  remain — the  ultimate 
arbiters  of  whether  state  law  is  preempted  in  a  partic¬ 
ular  area. 

The  OCC  cooperates  with  state  insurance  regulators. 
We  have  worked  hard  to  develop  effective  working 
relationships  with  state  insurance  regulatory  authori¬ 
ties,  who  administer  and  oversee  compliance  with 
state  laws  that  apply  to  national  banks.  For  example, 
district  deputy  comptrollers  and  district  counsel  have 
met  with  the  insurance  regulators  in  all  50  states.  In 
addition,  the  OCC  is  engaged  in  ongoing  and  con¬ 
structive  discussions  with  the  National  Association  of 
Insurance  Commissioners  (NAIC)  to  address  issues 
that  pertain  to  sales  of  insurance  in  all  states,  includ¬ 
ing  working  towards  establishing  a  protocol  for  shar¬ 
ing  consumer  complaint  information. 

The  OCC  enforces  anti-tying  statutes  and  has  adopt¬ 
ed  policies  to  provide  for  consumer  protection. 
National  banks  are  required  to  adhere  to  certain  con¬ 
sumer  protections  in  the  sales  of  insurance  products. 
For  example,  12  USC  1972  prohibits  the  tying  of  cred- 

^  NationsBank  v  Variable  Annuity  Life  Insurance  Co .  513  US 
251  (1995). 
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it,  property,  or  services  with  obtaining  other  credit, 
property,  or  services.  The  Comptroller's  Handbook 
includes  procedures  for  examiners  to  use  in  deter¬ 
mining  whether  a  bank  has  violated  12  USC  1972. 

In  addition,  in  October  1996,  we  issued  an  Advisory 
Letter  to  National  Banks  on  Insurance  and  Annuity 
Sales  Activities  that  provides  guidance  to  national 
banks  to  ensure  that  they  conduct  insurance  and 
annuities  sales  in  a  safe  and  sound  manner  that  pro¬ 
tects  the  interests  of  their  customers.  The  advisory  let¬ 
ter  applies  to  sales  of  all  types  of  insurance  and  annu¬ 
ities  by  bank  employees,  bank  subsidiary  and  affiliate 
employees,  and  third  parties  operating  from  bank 
premises.  The  advisory  letter  emphasizes  that  banks 
must  take  appropriate  steps  to  ensure  that  customers 
are  not  confused  about  the  nature  of  the  insurance 
product  offered  and  understand  that  they  are  not 
required  to  obtain  insurance  from  the  bank  as  a  con¬ 
dition  of  obtaining  credit.  It  also  highlights  other 
issues  that  banks  should  consider,  including  evaluat¬ 
ing  the  products  they  sell,  ensuring  salespersons  are 
adequately  qualified  and  trained,  avoiding  recom¬ 
mendations  that  are  inappropriate  for  the  customers, 
monitoring  and  resolving  customer  complaints, 
ensuring  advertising  is  accurate,  maintaining  cus¬ 
tomer  privacy,  clearly  communicating  to  consumers 
third-party  arrangements,  and  ensuring  that  commis¬ 
sions  do  not  create  excessive  pressure  to  sell. 

Part  5 

Another  action  the  OCC  has  taken  to  keep  our  regu¬ 
lation  in  pace  with  the  evolving  environment  is  revi¬ 
sion  of  Part  5  of  our  regulations,  the  section  which 
governs  corporate  applications. 

Part  5  Is  a  component  of  the  OCC  Regulation  Review 
Project.  The  goal  of  this  review,  initiated  in  1993,  was 
to  identify  changes  that  would  maximize  the  efficien¬ 
cy  of  our  rules  and  regulations  and  minimize  their  bur¬ 
den.  A  specific  objective  of  our  Part  5  review  was  to 
devise  a  risk-based  approach  to  the  OCC’s  corporate 
application  process. 

Consistent  with  our  risk-based  approach  to  bank 
supervision,  the  regulation  employs  different  applica¬ 
tion  procedures  depending  upon  the  level  of  risk  of 
the  proposed  activity  and  the  financial  strength  and 
operational  capability  of  the  applicant  institution.  In 
this  context,  Part  5  provides  a  mechanism  for  banks 
to  apply  to  engage  through  operating  subsidiaries  in 
activities  that  are  part  of  or  Incidental  to  the  business 
of  banking,  including  activities  that  differ  from  those  a 
national  bank  can  conduct  directly. 

Part  5  does  not  authorize  any  mixing  of  banking  and 


commerce.  Nor  does  Part  5  authorize  any  new  activi¬ 
ty;  rather,  it  provides  a  framework  within  which  the 
OCC  will  consider  applications  case-by-case  and 
based  on  public  comment  if  the  applications  involve 
new  activities.  We  included  in  Part  5  explicit  safe¬ 
guards  to  maintain  safety  and  soundness  and  protect 
bank  customers.  Part  5  is  a  modest,  incremental  step 
in  the  direction  of  a  modern  financial  services  indus¬ 
try  structure. 

The  rule  provides  important  benefits.  Creating  a 
process  through  which  banks  can  prudently  respond 
to  new  marketplace  demands  for  products  and  ser¬ 
vices  will  enable  them  to  achieve  balance  and  offset 
downturns  in  their  traditional  lines  of  business. 
Controlled  activities  diversification  can  have  impor¬ 
tant  benefits.  For  example,  former  Federal  Deposit 
Insurance  Corporation  (FDIC)  Chairman  Heifer  stated 
recently  that  allowing  a  bank  to  put  new  activities  in  a 
bank  subsidiary  “lowers  the  probability  of  failure  and 
provides  greater  protection  to  the  insurance  funds.”6 
Stronger  institutions  with  increased  profits  and  asset 
growth  will  be  better  positioned  to  meet  the  credit 
needs  in  their  communities  and  support  the  economy 
as  a  whole.  In  addition,  Part  5  holds  potential  benefits 
for  consumers  in  danger  of  becoming  disadvantaged 
by  changes  in  the  financial  services  industry.  It  pro¬ 
vides  community  banks  with  the  flexibility  to  use  the 
least  costly  corporate  structure  to  offer  new  products 
and  services.  Finally,  because  activities  conducted  in 
subsidiaries  can  provide  an  income  stream  to  sup¬ 
port  a  bank’s  Community  Reinvestment  Act  (CRA) 
efforts,  whereas  those  conducted  in  affiliates  do  not, 
Part  5  increases  the  potential  pool  of  resources  avail¬ 
able  to  support  disadvantaged  communities. 

New  approach  to  operating  subsidiaries.  Part  5’s  risk- 
based  approach  allows  well-run  banks  to  establish 
subsidiaries  to  conduct  specified  non-complex  activ¬ 
ities  that  the  OCC  has  previously  approved  with  a 
simple,  after-the-fact  notice.  Another  category  of 
activities,  also  previously  permitted  by  the  OCC,  is  eli¬ 
gible  for  an  expedited  application  process  (but  not 
after-the-fact  notice).  And,  under  a  new  feature  of  the 
operating  subsidiary  rule,  certain  well-managed  and 
well-capitalized  banks  can  apply  for  a  subsidiary  to 
engage  in  activities  that  are  part  of  the  business  of 
banking  or  incidental  to  banking — but  different  from 
what  is  permitted  for  the  parent  bank.  If  the  OCC  has 
not  previously  approved  the  activity,  the  proposal  will 


^Testimony  of  Ricki  Heifer,  Chairman,  Federal  Deposit  Insurance 
Corporation,  Before  the  Subcommittee  on  Capital  Markets. 
Securities,  and  Government  Sponsored  Enterprises,  Committee  on 
Banking  and  Financial  Services,  U  S  House  of  Representatives, 
March  5,  1997,  at  23. 
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be  published  in  the  Federal  Register,  and  we  will 
invite  public  comments.  We  will  carefully  consider  the 
impact  of  the  activity  on  the  bank’s  safety  and  sound¬ 
ness  And  we  will  take  a  cautious  and  judicious 
approach  to  reviewing  and  deciding  any  requests 
made  through  this  new  process. 

Safeguards.  This  new  portion  of  Part  5  contains 
important,  explicit  corporate  and  supervisory  safe¬ 
guards  to  ensure  that  all  new  activities  of  this  type  are 
conducted  safely  and  soundly.  Furthermore,  the  OCC 
will  impose  additional  safeguards  application-by¬ 
application  as  warranted  by  the  particular  activities 
the  subsidiary  proposes  to  conduct. 

Specific  safety  and  soundness  safeguards  that  apply 
to  all  operating  subsidiaries  engaging  in  activities  not 
permissible  for  the  bank  include  an  extensive  set  of 
corporate  separation  and  independence  require¬ 
ments.  Part  5  imposes  additional  safety  and  sound¬ 
ness  restrictions — including  deduction  of  the  capital 
invested  in  the  subsidiary  when  calculating  regulato¬ 
ry  capital,  deconsolidation  of  the  assets  and  liabilities 
of  the  subsidiary  from  those  of  the  bank,  and  appli¬ 
cation  of  sections  23A  and  23B  of  the  Federal 
Reserve  Act — if  the  subsidiary  conducts  activities  as 
principal,  to  reflect  the  added  risk  the  bank  under¬ 
takes  when  its  subsidiary  acts  in  this  capacity.  These 
safeguards  are  detailed  in  Tables  1  and  2  of 
Appendix  I. 

Bank  subsidiaries  as  a  structural  option  are  not  new. 
The  bank  subsidiary  structure  has  been  used  safely 
in  the  United  States  and  abroad  for  decades.  Notably, 
as  shown  in  Table  3  in  Appendix  I,  U.S.  banks  have, 
for  many  years,  successfully  engaged  in  a  variety  of 
financial  services  abroad  in  both  branches  of  the 
bank  and  in  separate  subsidiaries.  Furthermore,  state 
banks  have  been  authorized  to  engage  domestically 
in  activities  through  operating  subsidiaries,  including 
securities  brokerage,  municipal  securities  underwrit¬ 
ing,  real  estate  brokerage,  real  estate  equity  partici¬ 
pation,  real  estate  development,  and  insurance  bro¬ 
kerage. 

As  shown  in  Table  4  in  Appendix  I,  banks  in  most 
G  10  countries,7  with  the  notable  exceptions  of  the 
United  States  and  Japan,  have  long  engaged  in  a 
broad  range  of  financial  services  activities,  including 
underwriting  and  brokering  securities  and  insurance, 

7'rt'  G -10,  or  Group  of  Ten,  includes  the  governments  of  nine 
countries  and  the  central  banks  of  two  others  for  a  total  of  1 1  mem¬ 
ber',  The  members  are  the  governments  of  Belgium,  Canada, 
Trance  Italy  Japan  the  Netherlands,  Switzerland,  the  United 
K  ngoom  the  United  States,  and  the  central  banks  of  Germany  and 
Sweden 


directly  in  the  bank  or  in  subsidiaries  of  the  bank.8  In 
sum,  non-traditional  activities  have  been  and  today 
are  conducted  safely  and  soundly  by  bank  operating 
subsidiaries.  This  is  not  a  matter  of  theory,  but  expe¬ 
rience.  As  former  FDIC  Chairman  L.  William  Seidman 
testified  nearly  a  decade  ago,  “[i]f  banks  are  ade¬ 
quately  insulated  .  .  .  then  from  a  safety  and  sound¬ 
ness  viewpoint  it  is  irrelevant  whether  nonbanking 
activities  are  conducted  through  affiliates  or  sub¬ 
sidiaries  of  banks.’’9 

No  evidence  of  a  safety  net  subsidy.  Some  have 
expressed  concern  that  banks  benefit  from  a  safety 
net  subsidy  that  can  be  transmitted  to  an  operating 
subsidiary  and  is  best  contained  by  the  bank  holding 
company  structure.  We  have  analyzed  this  issue  very 
carefully  and  have  published  our  economic  analysis. 
The  attached  paper  (Appendix  II)  discusses  this 
issue  in  detail.  To  summarize,  there  simply  is  no  evi¬ 
dence  of  a  net  subsidy.  Legislation  has  reduced  sig¬ 
nificantly  any  benefit  accruing  to  banks  from  access 
to  the  safety  net,  and  the  value  of  any  benefit  is  more 
than  offset  by  regulatory  costs.  Even  using  conserva¬ 
tive  cost  estimates,  regulatory  costs  exceed  benefits 
from  the  safety  net.  Evidence  cited  as  proof  of  a  sub¬ 
sidy  is  readily  attributed  to  other  factors.  Most  impor¬ 
tant,  experience  shows  banks  do  not  behave  as  if 
they  enjoy  a  subsidy. 

Even  if  a  subsidy  were  to  exist,  the  appropriate 
response  would  be  to  contain  it  with  carefully  con¬ 
structed  regulations — similar  to  the  safeguards  we 
have  developed  for  operating  subsidiaries — rather 
than  to  impose  organizational  constraints  on  banking 
companies.  If  organizational  constraints  were  the 
answer,  then  banks  should  be  prohibited  from  having 
holding  companies,  affiliates,  or  subsidiaries 
engaged  in  activities  different  from  those  permitted 
for  the  bank  itself.  There  is  no  reason  to  single  out 
bank  subsidiaries  as  a  unique  source  of  subsidy  leak¬ 
age.  In  fact,  under  current  rules,  the  bank  subsidiary 
structure  is  actually  superior  to  the  holding  company 
structure  for  containing  any  alleged  subsidy.  If  the 
safeguards  of  sections  23A  and  23B  are  applied  to 


^Because  of  the  organizational  flexibility  that  other  countries  give 
their  financial  services  companies,  forcing  U.S.  banks  into  a  hold¬ 
ing  company  structure  is  particularly  problematic  as  the  financial 
services  marketplace  is  increasingly  globalized.  The  holding  com¬ 
pany  approach  may  disadvantage  U.S.  banks  as  they  compete 
with  many  foreign  banks,  which  enjoy  the  cost  advantages  of 
being  able  to  structure  their  activities  in  whatever  manner  they  find 
most  efficient. 

^Testimony  of  L  William  Seidman,  Chairman,  Federal  Deposit 
Insurance  Corporation,  Before  the  Committee  on  Banking, 
Housing  and  Urban  Affairs.  U.S.  Senate.  December  3,  1987,  at 
9-10. 
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direct  transfers  between  a  bank  and  its  subsidiaries 
and  a  bank  and  its  affiliates,  transmission  of  any  sub¬ 
sidy  by  these  transactions  is  equally  contained 
whether  the  transactions  are  with  subsidiaries  or  with 
affiliates.  But  a  bank  can  also  pay  dividends  to  its  hold¬ 
ing  company — a  transfer  of  funds  which  is  not  subject 
to  sections  23A  and  23B.  Those  funds  may  then,  in 
turn,  be  down-streamed  to  a  holding  company  affiliate. 

Comments  on  Proposed  Legislation 

As  I  noted  earlier,  the  initiatives  I  have  just  discussed, 
although  necessary  to  keep  OCC  supervision  and 
regulation  relevant  in  a  rapidly  changing  environment, 
are  not  substitutes  for  legislation  to  modernize  the 
financial  services  industry.  When  I  testified  before  the 
House  Banking  and  Financial  Services  Committee 
earlier  this  year,  I  outlined  five  principles  that,  in  the 
context  of  this  rapidly  changing  environment,  should 
guide  financial  modernization  efforts.  In  my  view,  leg¬ 
islation  that  does  not  adhere  to  these  principles  will 
do  more  harm  than  good. 

First  and  foremost,  financial  modernization  legislation 
must  ensure  the  safety  and  soundness  of  the  banking 
system.  Providing  banks  the  ability  to  maintain  strong 
earnings  through  prudently  conducted  financial  activ¬ 
ities  is  the  essence  of  safety  and  soundness.  Second, 
reform  should  promote  broader  access  to  financial 
services  for  all  consumers.  It  is  incumbent  on  us,  as 
we  pursue  the  modernization  of  our  financial  services 
industry,  to  guard  against  the  possibility  that  the 
“haves”  of  our  society  will  benefit,  while  the  “have 
nots”  are  left  farther  behind.  Third,  financial  modern¬ 
ization  should  promote  competition  and  increase  effi¬ 
ciency  within  the  financial  services  industry  as  a 
whole — including  banks,  securities  firms,  and  insur¬ 
ance  companies  alike — in  order  to  increase  choices 
and  lower  costs  for  consumers.  Fourth,  financial  mod¬ 
ernization  must  not  impose  unnecessary  structural 
requirements  or  activities  limitations  that  would  effec¬ 
tively  preclude  community  banks,  which  are  critical  to 
meeting  the  needs  of  small  businesses  and  farms 
and  the  Nation’s  small,  rural  communities,  from  reap¬ 
ing  the  benefits  of  modernization.  Finally,  financial 
modernization  must  ensure  that  financial  services 
providers  have  the  flexibility  to  choose,  consistent 
with  safety  and  soundness,  the  organizational  form 
that  best  suits  their  business  plans. 

Taken  together,  these  principles  support  a  legal  and 
regulatory  regime  that  provides  financial  services 
firms  with  broad  flexibility,  consistent  with  safety  and 
soundness,  fair  access,  and  consumer  protection,  to 
conduct  a  full  array  of  financial  activities  and  to  struc¬ 
ture  their  businesses  in  the  manner  that  best  serves 
their  business  needs. 


H.R.  10  Falls  Short  in  a  Number  of 
Important  Areas 

On  June  3,  the  Treasury  Department  submitted  to  the 
Congress  a  progressive  legislative  proposal  that 
would  have  provided  for  the  modernization  of  our 
financial  services  industry.  However,  the  bill  reported 
by  the  House  Banking  Committee  on  June  20th,  the 
“Financial  Services  Competition  Act  of  1997”  (FSCA), 
diverges  from  the  Treasury  proposal  in  a  number  of 
significant  ways. 

H.R.  10  would  increase  regulatory  burden  and  redun¬ 
dancies.  H.R.  10  would  establish  a  10-member 
Financial  Services  Council  that  would  include  the 
Secretary  of  the  Treasury  (who  would  chair  the 
Council),  the  Chairman  of  the  Federal  Reserve  Board, 
the  Chairman  of  the  FDIC,  the  Comptroller  of  the 
Currency,  the  Chairman  of  the  Securities  and 
Exchange  Commission  (SEC),  the  Chairman  of  the 
Commodity  Futures  Trading  Commission  (CFTC),  one 
current  or  former  state  securities  regulator,  two  cur¬ 
rent  or  former  state  insurance  regulators,  and  one 
current  or  former  state  bank  regulator. 

I  find  it  particularly  troubling  that  individuals  with  no 
responsibility  for  federal  supervision  of  the  banking 
industry  would  have  sweeping  authority  over  the 
banking  system  and  bank  supervision.  The  authori¬ 
ties  given  this  new  body  would  be  broad,  and,  as  a 
result,  the  Council  would  provide  an  additional  layer 
of  regulation,  superimposed  on  the  activities  of  exist¬ 
ing  supervisory  agencies.  For  example,  the  Council 
would  be  authorized  to  decide  if  a  new  product  is  a 
banking  product  or  an  insurance  product  (with  the 
result  that  if  it  is  an  "insurance  product,"  the  product 
would  become  impermissible  for  national  banks  to 
provide).  The  Council  could  also  decide  what  new 
types  of  activities  are  “financial,”  adopt  new  condi¬ 
tions  and  restrictions  on  transactions  and  relation¬ 
ships  among  depository  institutions  and  their  affiliates 
and  subsidiaries,  and  promulgate  consumer  protec¬ 
tion  and  disclosure  requirements  in  addition  to  the 
requirements  imposed  by  the  bank  regulators. 

The  increased  regulatory  burden  that  would  result 
from  the  Council’s  duplicative  regulation  would 
increase  costs  for  the  financial  services  industry  and 
limit  flexibility.  Redundant  regulation  is  contrary  to  the 
principles  of  financial  services  modernization  and  the 
interests  of  consumers  and  the  economy. 

H.R.  10  would  impose  costly  restrictions  on  organiza¬ 
tional  choice.  The  bill  reported  by  the  House  Banking 
Committee  would  not  allow  bank  subsidiaries  to 
engage  in  the  same  range  of  new  financial  activities 
permitted  for  bank  holding  company  affiliates,  even 
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though  it  would  subject  them  to  all  the  safeguards 
necessary  to  protect  a  bank's  safety  and  soundness 
from  any  new  risks  that  could  result  from  new  types  of 
activities  conducted  in  a  subsidiary.  This  imbalance 
in  permitted  activities  would  make  the  bank  operating 
subsidiary  an  inferior  structure  for  financial  modern¬ 
ization  and  would  create  incentives  for  banking  orga¬ 
nizations  to  shift  growing,  new  activities  to  holding 
company  affiliates.  I  believe  that  dynamic  would  have 
negative  consequences  for  banks,  the  communities 
they  serve,  and  the  deposit  insurance  fund. 

Conducting  activities  through  bank  operating  sub¬ 
sidiaries  allows  banking  organizations  to  focus  their 
resources  on  their  banks,  or  a  lead  bank,  rather  than 
removing  capital  and  channeling  earnings  away  from 
the  bank.  Use  of  operating  subsidiaries  also  allows 
the  benefits  of  activities  diversification  to  flow  to  the 
bank  and  strengthen  it.  Forcing  new  lines  of  business 
that  are  responding  to  the  newest  customer  needs  to 
be  conducted  in  holding  company  affiliates  has  trou¬ 
bling  long-term  ramifications  for  the  health  of  banks 
generally.  Either  the  assets  and  income  stream  of  the 
bank  itself  will  dwindle  away,  or  the  bank  will  reach 
farther  out  on  the  risk  curve.  In  either  case,  what  will 
result  is  a  destabilized  hollow  bank  that  is  less  safe 
and  sound. 

Moreover,  modernization  that  relies  on  holding  compa¬ 
ny  affiliates  at  the  expense  of  bank  subsidiaries  could 
have  profound  implications  for  the  future  efficacy  of  the 
Community  Reinvestment  Act.  As  Allen  Fishbein, 
General  Counsel  of  the  Center  for  Community  Change, 
recently  noted,  “.  .  .  it  is  also  important  to  understand 
that  [the  operating  subsidiary  option]  provides  a 
potentially  important  means  for  increasing  the 
resource  base  for  CRA-related  activities.”10  If  growth 
and  new  lines  of  business  in  banking  organizations  are 
forced  to  occur  in  holding  company  affiliates  and  not 
allowed  in  bank  operating  subsidiaries,  that  growing 
base  of  activities  and  earnings  is  not  available  to  sup¬ 
port  a  bank’s  CRA  efforts.  Over  the  long  term,  the 
requirement  to  conduct  more  profitable  activities  out¬ 
side  the  bank  is  likely  to  cause  a  significant  reduction 
in  the  relative  portion  of  assets  in  the  banking  industry 
that  are  available  to  support  the  CRA. 

The  subsidiary  option  can  help  banks  of  all  sizes 
compete  more  effectively.  For  large  and  mid-size 
banks,  competition  is  increasingly  global.  Most  of  the 
foreign  banks  with  which  U.S.  banks  compete  are 

,rjSee  Testimony  of  Allen  Fishbein,  General  Counsel  of  the 
Center  for  Community  Change,  Before  the  Subcommittee  on 
Financial  Institutions  and  Consumer  Credit,  Committee  on  Banking 
and  Financial  Services,  U  S  House  of  Representatives,  February 
25  1997  at  6 


able  to  engage  in  broad  securities,  insurance  and 
other  activities,  which  they  provide  efficiently  and 
conveniently  through  operating  subsidiaries  (or  in 
some  cases  directly  through  the  bank).  The  sub¬ 
sidiary  structure  is  particularly  notable  in  the 
European  Community,  where  many  formidable  finan¬ 
cial  conglomerates  are  taking  shape.  For  U.S.  banks 
that  must  compete  against  these  firms,  the  subsidiary 
option  gives  them  an  organizational  mode  that  puts 
them  on  more  equal  competitive  footing.  Cost  disad¬ 
vantages  from  restrictions  on  organizational  flexibility 
and  other  unnecessary  regulation  could  cause  finan¬ 
cial  activities  to  move  offshore,  weakening  U.S.  finan¬ 
cial  services  institutions. 

For  community  banks,  use  of  operating  subsidiaries 
is  often  a  simpler,  less  costly  structure  for  providing 
new  products  and  services.  Community  banks  today 
face  multi-faceted  competition.  Community  banks 
need  to  be  able  to  choose  the  organizational  form 
that  enables  them  to  compete  most  effectively  to 
meet  these  challenges  so  that  they  can  continue  to 
serve  their  customers.  If  community  banks  cannot 
compete,  certain  consumers,  particularly  those  in 
smaller  towns,  will  be  disadvantaged.  Diversification 
through  operating  subsidiaries  may  be  their  best 
means  of  survival  in  an  increasingly  competitive  mar¬ 
ketplace. 

H.R.  10  would  diminish  safety  and  soundness.  The 
reported  bill  also  raises  significant  safety  and  sound¬ 
ness  issues.  For  example,  it  provides  that  an  insur¬ 
ance  company  that  owns  or  is  affiliated  with  a  bank 
could  not  be  required  to  provide  financial  support  to 
that  bank  if  the  state  insurance  regulator  objected. 
This  limitation  on  an  insurance  company’s  liability 
effectively  would  treat  insurance  companies  different¬ 
ly  from  other  bank  holding  companies.  This  provision 
would  nullify  current  law  that  requires  companies  that 
own  insured  institutions  to  provide  a  limited  guarantee 
of  a  subsidiary  institution’s  performance  under  a  cap¬ 
ital  restoration  plan  if  the  institution  becomes  under¬ 
capitalized.  Under  the  bill,  the  insurance  company 
may  be  able  to  walk  away  from  a  failed  insured 
depository  institution  and  shift  the  total  liability  to  the 
taxpayers.  Thus,  the  bill  puts  protection  of  the  insur¬ 
ance  company  above  protection  of  the  taxpayer- 
backed  federal  deposit  insurance  funds. 

Another  provision  in  the  reported  bill  could  permit  any 
company  that  engages  in  predominantly  nonfinancial 
activities  to  own  a  bank  through  a  qualified  bank  hold¬ 
ing  company,  provided  that  the  revenues  generated 
by  the  bank  were  15  percent  or  less  of  the  total  rev¬ 
enues  of  the  consolidated  company.  The  parent  com¬ 
pany  would  escape  all  holding  company  regulatory 
requirements.  In  other  words,  a  parent  company  that 
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was  engaged  in  predominantly  nonfinancial  activities 
that  qualified  for  this  benefit  would  not  be  subject  to 
holding  company  regulatory  oversight  or  examina¬ 
tion,  or  to  capital  requirements,  but  the  company 
could  engage  in  any  commercial  or  financial  activity. 
There  would  be  no  assurance  that  the  company  had 
adequate  capital  to  affiliate  with  an  insured  deposito¬ 
ry  institution  and  no  opportunity  to  evaluate  the  com¬ 
pany’s  risk  management  tools  and  policies. 

H.R.  10  would  also  direct  the  agencies  to  develop 
guidelines  and  procedures  to  assure  that  insured 
institutions  are  not  subject  to  criticism  or  sanction  for 
“prudently”  concentrating  in  real  estate  acquisition, 
development,  residential  mortgage  finance  and  resi¬ 
dential  mortgage  and  housing  production  lending. 
This  requirement  would  place  an  extra  burden  on  the 
agencies  to  justify  any  criticism  or  sanction  imposed 
on  banking  organizations  that  were  directly  involved 
in  activities  such  as  commercial  and  residential  real 
estate  development  and  acquisition,  commercial  and 
residential  real  estate  lending,  and  other  areas  that 
have  traditionally  been  considered  very  risky  when 
done  directly  in  a  bank  or  thrift.  In  addition,  the  provi¬ 
sion  would  create  a  new  standard  and  require  the 
agency  to  prove  that  the  concentration  was  not  pru¬ 
dent,  rather  than  that  the  concentration  violated 
established  legal  standards  of  safety  and  soundness. 
As  a  result,  the  provision  is  likely  to  result  in  protract¬ 
ed  litigation  and  might  even  discourage  a  banking 
agency  from  taking  appropriate  enforcement  action. 

H.R.  10  would  limit  competition  by  Imposing  unnec¬ 
essary  restrictions  on  insurance  activities  of  national 
banks.  Rather  than  promoting  true  modernization  that 
enhances  competition,  H.R.  10  would  diminish  com¬ 
petition  by  freezing  the  ability  of  national  banks  to 
provide  insurance  as  principal  as  of  January  1,  1997, 
and  endangering  the  ability  of  national  banks  to  pro¬ 
vide  future  banking  products  if  they  were  labeled 
“insurance”  by  a  state  insurance  regulator. 
Competitors  of  national  banks  would  not  be  subject  to 
comparable  restrictions  on  their  ability  to  develop  and 
provide  new  products.  Prohibiting  banks  from  provid¬ 
ing  future  products  that  are  deemed  “insurance”  by 
the  states  deprives  consumers  of  the  benefits  that 
would  be  expected  to  result  from  increased  competi¬ 
tion,  including  lower  prices,  product  innovation,  and 
increased  offerings  in  a  greater  number  of  communi¬ 
ties,  including  underserved  areas. 

The  current  authority  of  the  OCC  to  determine  the  per¬ 
missible  activities  of  national  banks  under  the 
National  Bank  Act  also  would  be  severely  undercut 
by  H.R.  10  as  reported  because  the  National  Council 
would  resolve  questions  whether  a  new  type  of  prod¬ 
uct  is  a  prohibited  “insurance”  product  or  a  permissi¬ 


ble  “banking”  product.  As  discussed  above,  giving 
this  broad  authority  to  the  Council  would  increase 
regulatory  burden. 

Also,  the  current  authority  of  national  banks  and  their 
subsidiaries  to  sell  title  insurance  would  be  simply  ter¬ 
minated.  Sales  of  this  insurance  raise  no  safety  and 
soundness  concerns,  and  there  is  no  evidence  that 
sales  of  this  type  of  insurance  have  created  any  prob¬ 
lems  for  banks.  This  provision  would  result  in  a  loss  of 
virtually  risk-free  earnings  for  the  national  banks  and 
deprive  consumers  of  the  benefits  of  competition  in 
title  insurance  sales,  including  reduced  prices. 

Finally,  the  results  of  the  Supreme  Court's  Barnett 
decision  could  be  erased  with  respect  to  insurance 
agency  activities  conducted  by  banks.  A  new  self- 
regulatory  organization,  the  National  Association  of 
Registered  Agents  and  Brokers”  (NARAB),  would 
become  operative  3  years  after  enactment  of  the  leg¬ 
islation  (unless  a  majority  of  the  states  adopt  uniform 
licensing  standards  for  insurance  sellers  as  deter¬ 
mined  by  the  National  Association  of  Insurance 
Commissioners,  a  non-government  professional 
organization  of  state  insurance  commissioners). 
NARAB  would  be  authorized  to  set  nationwide  licens¬ 
ing  standards  for  sellers  of  products  that  any  state 
labels  as  “insurance.”  The  effect  of  NARAB  member¬ 
ship  is  that  the  member  would  be  licensed  in  each 
state  in  which  the  member  pays  the  licensing  fee. 

The  authority  of  NARAB  is  set  forth  in  such  a  way  that 
NARAB  could  set  licensing  standards  that  discrimi¬ 
nate  against  banks.  Under  H.R.  10,  NARAB  has  the 
express  authority  to  establish  separate  classes  and 
categories  of  membership  and  impose  separate  cri¬ 
teria  for  the  different  classes.  As  a  result,  NARAB 
could  establish  separate  criteria  for  bank  member¬ 
ship  that  discriminate  against  banks  and  bank  affili¬ 
ates  as  compared  with  other  providers  of  insurance. 
Since  NARAB  will  be  operating  under  federal  author¬ 
ity,  these  discriminatory  provisions  would  have  full 
force  and  effect  even  if  they  prevented  banks  from 
selling  insurance  as  authorized  under  USC  92. 

H.R.  10  would  result  in  uneven  treatment  of  banking 
organizations.  H.R.  10  would  create  an  uneven  play¬ 
ing  field  in  the  financial  services  arena  and  would 
result  in  some  segments  of  the  industry  having  unfair 
competitive  advantages  over  other  segments.  A 
"qualified  bank  holding  company”  predominantly 
engaged  in  financial  activities  would  be  allowed  to 
engage  in  a  “basket"  of  commercial  activities,  and  all 
the  operations  of  the  holding  company  would  be  sub¬ 
ject  to  the  oversight  and  regulation  of  the  Federal 
Reserve.  In  contrast,  if  a  predominately  nonfinancial 
company  owned  a  bank,  and  the  banks  revenue  did 
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not  exceed  15  percent  of  the  nonfinancial  company’s 
consolidated  revenues,  the  parent  holding  company 
would  not  be  subject  to  capital,  examination,  or  other 
regulatory  oversight  by  the  Federal  Reserve.  In  addi¬ 
tion  to  the  safety  and  soundness  concerns  that  I  men¬ 
tioned  earlier,  this  exemption  from  oversight  would 
bestow  a  significant  competitive  advantage  on  those 
nonfinancial  companies. 

In  addition,  H.R.  10  would  authorize  the  Federal 
Reserve  to  set  different  capital  standards  for  different 
types  of  holding  companies  and  thus  a  holding  com¬ 
pany  with  predominantly  banking  activities  could  be 
subject  to  more  stringent  capital  requirements  than  a 
holding  company  predominantly  involved  in  other 
types  of  financial  activities. 

The  structural  options  in  H  R.  10  are  also  uneven: 
although  insurance  firms  would  be  permitted  to  own 
banks  as  subsidiaries,  banks  would  not  be  allowed  to 
own  insurance  firms  as  subsidiaries. 

Also,  the  bill  would  provide  for  a  permanent  protec¬ 
tion  for  companies  that  currently  control  only  one  thrift 
institution  (unitary  savings  and  loan  holding  compa¬ 
ny).  Unlike  bank  holding  companies,  these  compa¬ 
nies  could  engage  in  any  activity  without  restriction. 
Under  the  bill,  the  subsidiary  thrift  would  be  required 
to  convert  to  become  a  bank,  but  the  parent  compa¬ 
ny  would  be  able  to  continue  to  engage  in  any  activi¬ 
ty  indefinitely,  including  new  nonbanking  activities. 

Finally,  the  bill  provides  that  most  of  the  powers  that  a 
federal  thrift  had  before  it  converted  to  a  national 
bank  would  be  continued  after  it  converts,  even  if  the 


activity  is  otherwise  impermissible  for  national  banks. 
Moreover,  investments  held  by  a  federal  thrift  at  the 
time  of  enactment  of  the  bill  would  be  regulated  and 
supervised  as  if  the  institution  were  still  a  federal  thrift, 
even  after  it  converts  to  a  national  bank.  State-char¬ 
tered  thrifts  would  not  be  eliminated  at  all  and  could 
have  broader  powers  and  activities  than  state  and 
national  banks.  These  powers  and  activities  would  be 
reviewed  by  the  FDIC  only  if  a  state  thrift  sought  to 
engage  as  principal  in  an  activity  that  is  not  permissi¬ 
ble  for  a  national  bank. 

These  competitive  inequities  between  different  seg¬ 
ments  of  the  financial  services  industry  are  precisely 
the  kinds  of  constraints  on  full  and  effective  competi¬ 
tion  that  financial  services  modernization  is  designed 
to  eliminate. 

Summary  and  Conclusions 

As  I  said  at  the  outset  of  my  testimony,  the  issues  pre¬ 
sented  by  financial  modernization  are  exceedingly 
difficult.  Often,  they  can  become  quite  contentious.  I 
commend  the  Banking  Committee  for  its  efforts  to 
address  and  resolve  these  issues.  Unfortunately,  for 
the  reasons  I  described  above,  I  must  conclude  that 
H.R.  10,  in  its  current  form,  does  not  adhere  to  the 
principles  that  I  believe  are  essential  for  financial 
modernization.  Moreover,  the  bill  does  not  further  the 
safety  and  soundness  of  the  National  Banking  System 
so  that  it  may  continue  to  serve  the  citizens,  commu¬ 
nities  and  economy  of  the  United  States.  I  realize  that 
drafting  legislation  of  this  magnitude  is  a  formidable 
task,  and  I  appreciate  your  continued  efforts  to 
ensure  that  these  concerns  are  addressed. 
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Appendix  I — Tables  1-4 


Table  1 — Firewalls  Applicable  to  All  Operating  Subsidiaries 


The  bank  and  subsidiary  must  have: 

•  Separate  offices 

•  Separate  marketing  materials 

•  Separate  names 

•  Separate  books  and  records 

•  Separate  policies  and  procedures 

•  Separate  board  meetings 

•  Internal  controls  to  manage  risks 

•  Arms-length  terms  for  any  contract  for  services 

In  addition  the  subsidiary  must: 

•  Be  adequately  capitalized  under  appropriate  industry  standards 

•  Have  a  board  of  directors  at  least  1/3  of  whom  are  independent 


Table  2— Additional  Firewalls  Applicable  to  Operating  Subsidiaries  Acting  as  Principal 


Capital  computation: 

•  Bank  and  subsidiary  must  state  their  assets  separately 

•  Bank  may  not  count  investment  in  subsidiary  as  an  asset 

•  Bank  must  subtract  from  its  capital  its  investment  in  the  subsidiary 

Restrictions  on  transactions  between  bank  and  subsidiary  (“Sections  23A  and  23B”  restrictions): 

•  Qualitative  restrictions — 

■  Arms-length  terms 

■  Consistent  with  safe  and  sound  banking  practices 

■  No  transfer  of  a  low-quality  asset 

■  Cannot  suggest  bank  is  responsible  for  subsidiary’s  obligations 

•  Quantitative  restrictions — 

■  Transactions  with  any  one  subsidiary  limited  to  10  percent  of  bank  capital  and  surplus 

■  Transactions  with  all  affiliates  limited  to  20  percent  of  bank  capital  and  surplus 

■  Minimum  collateral  requirements  (collateral  required  to  exceed  loan  amount) 


Quarterly  Journal,  Vol.  16,  No.  4.  December  I'  J/  37 


Condition  of  the  bank — both  before  and  after  subsidiary  operations  begin,  the  bank  must: 


•  Be  well  capitalized 

•  Be  rated  CAMELS  “1"  or  “2” 

•  Have  a  CRA  rating  of  at  least  “Satisfactory” 

•  Not  be  subject  to  an  enforcement  order 


Table  3 — Subsidiaries  of  G.S.  Banks  Operating  Abroad  With  Total  Assets  Above  $1  Million 


Selected  Activities 

Number  of 
Subsidiaries 

Total  Assets 
($  million! 

Net  Income 
($  million! 

Insurance  Agency  &  Brokerage 

8 

1,616 

75 

Insurance  Underwriting 

11 

3,482 

103 

Securities  Underwriting  &  Brokerage 

63 

125,579 

387 

Investment  &  Merchant  Banking 

50 

94,795 

953 

ALL  ACTIVITIES 

849 

491,806 

7,797 

(Source:  Report  of  Condition  for  Foreign  Subsidiaries  of  U.S.  Banking  Organizations,  FR2314  Data  as  of  December  31,  1996  ) 


Insurance  activities  include: 

•  Selling  all  forms  of  insurance  as  agent 

•  Underwriting  life,  annuity  and  pension-fund  related  insurance 

Securities  activities  include: 

•  Underwriting  and  dealing  in  debt  securities 

•  Underwriting  and  dealing  in  equity  securities  (subject  to  volume  limits) 

•  Underwriting  foreign  government  securities  (subject  to  capital  limits) 

•  Sponsoring  mutual  funds 

Profits  and  Assets 

•  T hese  subsidiaries  earned  a  profit  in  every  year  between  1990  and  1995,  and,  on  average,  had  higher 
returns  than  the  U.S.  banks  themselves. 

•  ) )  j  ota l  assets  in  these  activities  accounted  for  17  percent  of  the  consolidated  assets  of  the  respective 

holding  companies. 
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Table  4 — International  Comparison:  Corporate  Form  in  Which  Bank  Activities  are  Most  Often  Conducted 


Securities 

Insurance 

Real  Estate 

Countrv 

Activities 

Activities 

Activities 

Somewhat  Restricted  Bank  Powers 

Italy 

Bank 

Bank  sub1 

Bank  sub 

Sweden 

Bank 

Bank  sub 

Prohibited 

Canada 

Bank  sub 

Bank  sub 

Bank  sub 

Greece 

Bank  sub 

Bank  sub 

Bank  sub 

Wide  Bank  Powers 

Finland 

Bank 

Bank  sub 

Bank  sub 

Germany 

Bank 

Bank  sub 

Bank  sub 

Luxembourg 

Bank 

Bank  sub 

Bank  sub 

Portugal 

Bank/Bank  sub 

Bank/Bank  sub 

Bank  sub 

Spain 

Bank/Bank  sub 

Bank  sub 

Bank  sub 

Very  Wide  Bank  Powers 

Austria 

Bank 

BHC  sub 

Bank 

Switzerland 

Bank 

Bank  sub 

Bank  sub 

United  Kingdom 

Bank/Bank  sub 

Bank  sub^ 

Bank/Banksub 

/BHC  sub 

/BHC  sub 

Netherlands 

Bank 

BHC  sub 

Bank  sub 

/BHC  sub 


SOURCE:  OCC  using  information  provided  by  bank  supervisory  authorities  in  the  respective  countries. 

ACTIVITIES:  Securities  includes  underwriting,  dealing  and  brokering  all  kinds  of  securities  and  all  aspects  of  the  mutual  fund  business 

Insurance  includes  underwriting  and  selling  insurance  products/services  as  principal  and  as  agent. 

Real  estate  includes  investment,  development  and  management. 

NOTES:  (1)  Insurance  activities  must  be  conducted  by  insurance  companies.  Banks  usually  act  as  an  agent  of  insurance  companies. 

(2)  With  the  exception  of  selling  insurance  as  an  agent,  which  is  commonly  conducted  directly  in  the  bank. 
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Appendix  II — “Analysis  of  the  Safety  Net  Subsidy  Issue,”  prepared  by  OCC  Staff,  April  1997 


The  Safety  Net  Subsidy  Myth:  Separating 
Fact  from  Fiction 

In  the  ongoing  discussions  on  financial  moderniza¬ 
tion,  determining  the  organizational  structure  most 
appropriate  for  banking  companies  offering  new 
activities  has  emerged  as  a  particularly  critical  issue. 
A  primary  goal  of  any  financial  modernization  legisla¬ 
tion  is  to  ensure  that  the  U.S.  financial  services  indus¬ 
try  is  able  to  serve  businesses  and  consumers  com¬ 
petitively  and  remains  competitive  as  the  Nation 
enters  the  next  century.  To  achieve  this  goal,  each 
bank  must  have  the  flexibility  to  choose  the  organiza¬ 
tional  structure  appropriate  for  its  business  needs,  so 
long  as  exercising  that  choice  does  not  compromise 
safety  and  soundness. 

Some  observers  of  the  banking  industry  believe  that 
banks  enjoy  a  subsidy  because  of  their  access  to  a 
federal  safety  net  and  that  rigid  organizational  con¬ 
straints  are  necessary  to  prevent  transmission  of  that 
alleged  subsidy  beyond  the  confines  of  the  bank.  The 
proponents  of  this  view  believe  that  while  banks  may 
down-stream  this  alleged  subsidy  to  their  sub¬ 
sidiaries,  it  is  less  likely  that  banks  will  up-stream  it  to 
holding  company  affiliates.  According  to  those  pro¬ 
ponents,  new  activities  only  should  be  conducted 
through  affiliates  of  bank  holding  companies  to  avoid 
giving  banks  a  competitive  advantage  over  other 
financial  services  firms. 

There  is  no  basis  for  this  belief.  First,  banks  do  not 
benefit  from  any  net  subsidy.  Second,  even  if  there 
were  a  subsidy,  it  could  be  largely  kept  within  the 
bank  by  establishing  effective  rules  governing  the 
transmission  of  funds  among  entities,  rather  than  by 
limiting  the  activities  of  bank  subsidiaries.  Under 
existing  rules,  the  holding  company  structure  is  not 
inherently  superior  to  the  bank  operating  subsidiary 
structure  in  limiting  flows  between  a  bank  and  its  affil¬ 
iates.  Furthermore,  imposing  a  rigid  bank  holding 
company  structure  could  compromise  the  safe  and 
sound  operation  of  banks,  possibly  by  making  it 
uneconomical  for  banks  to  provide  certain  products 
and  services,  and  deny  some  consumers  the  benefits 
of  competition. 

This  paper  offers  a  detailed  explanation  of  why  the 
argument  against  organizational  choice  is  flawed. 
First,  it  describes  the  components  of  the  safety  net 
and  summarizes  its  benefits  to  the  public  and  to  the 
banking  industry  Second,  it  demonstrates  that  banks 
do  not  benefit  from  a  net  subsidy.  Next,  it  explains 
why  mandating  a  single,  rigid  organizational  structure 


condemns  the  banking  industry  to  a  future  of 
decreasing  relevance.  Finally,  it  describes  the  bene¬ 
fits  associated  with  a  flexible  organizational  structure. 

I.  The  Federal  Safety  Net 

The  American  public  benefits  from  the  federal  safety 
net.  The  safety  net  has  three  components:  federal 
deposit  insurance,  access  to  the  Federal  Reserve 
discount  window,  and  access  to  the  payments  sys¬ 
tem  through  Fedwire.  Because  of  deposit  insurance, 
banks  can  afford  to  offer  depositors  a  lower  return 
than  they  might  receive  on  comparable  financial 
instruments.  In  exchange,  depositors  receive  the 
security  that  the  government  will  pay  off  their  deposits 
in  the  event  of  bank  failure.  Through  the  discount  win¬ 
dow,  banks  have  access2  to  loans  at  below  market 
rates  under  specific  circumstances.  This  backstop 
source  of  liquidity  for  banks  provides  an  extra  cush¬ 
ion.  Finally,  through  Fedwire,  the  Federal  Reserve 
automatically  covers  negative  payment  account  posi¬ 
tions  by  banks  at  rates  that  many  believe  are  below 
market.  This  coverage  helps  minimize  counterparty 
risk.  In  all  cases,  the  institutions  accruing  the  greatest 
benefit  are  those  that  are  troubled,  most  likely  to  fail, 
or  that  face  serious  liquidity  challenges. 

Congress  created  the  safety  net  to  provide 
Americans  with  a  stable  banking  system.  It  was  cre¬ 
ated  to  support  several  important  policy  goals, 
including  maintaining  the  stability  and  integrity  of  the 
payments  system;  creating  a  safe  haven  for  small 
savers;  providing  an  adequate  flow  of  credit  to  home- 
owners,  small  businesses,  and  farmers;  protecting 
consumers;  and  ensuring  appropriate  investment  in 
local  communities.  If  the  banking  system  does  not 
remain  vibrant,  safe,  and  sound,  the  ability  to  attain 
these  goals  will  be  threatened. 

Congress  has  conferred  similar  federal  benefits  on 
other  industries  in  order  to  serve  the  public  interest. 
For  example,  the  insurance  industry  benefits  from 
certain  provisions  of  the  tax  code.  Owners  of  whole 
life  insurance  policies  can  defer  taxes  on  the  accu¬ 
mulation  of  value  without  paying  an  annual  tax,  and, 
when  an  insured  person  dies,  the  beneficiaries  gen¬ 
erally  do  not  pay  income  tax  paid  on  the  insurance 
benefits.  Congress  has  also  conferred  benefits  on  the 
securities  industry.  For  example,  section  473  of  the 
Federal  Deposit  Insurance  Corporation  Improvement 
Act  of  1991  (FDICIA)  provides  securities  firms  with 
access  to  the  Federal  Reserve  discount  window 
under  certain  circumstances. 
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II.  Banks  do  not  benefit  from  any  net  subsidy 

Opponents  of  organizational  choice  cite  the  need  to 
prevent  transmission  of  an  alleged  subsidy  that 
banks  receive  by  virtue  of  their  access  to  the  federal 
safety  net.  The  existence  of  a  “subsidy”  would  imply 
that  banks  receive  benefits  without  paying  for  them. 
The  evidence  cited  below  demonstrates  that  banks 
do  not  benefit  from  any  net  subsidy. 

•  Recent  regulatory  and  legislative  changes  have 
decreased  the  value  to  banks  of  any  gross  safe¬ 
ty  net  benefit. 

•  Empirical  analysis  demonstrates  that  regulatory 
costs  outweigh  any  gross  safety  net  benefit; 
thus,  any  net  subsidy  must  be  negative. 

•  Not  surprisingly,  banks  do  not  behave  as  if  there 
is  a  safety  net  subsidy. 

•  Evidence  offered  to  support  the  subsidy  claim 
does  not  withstand  scrutiny. 

Recent  legislative  and  regulatory  measures  have 
reduced  any  gross  benefit  to  banks  arising  from  the 
federal  safety  net.  Such  measures  have  decreased 
the  amount  of  benefit  accruing  to  troubled  institutions 
and  have  increased  the  cost  of  safety-net  features. 

Reduced  benefits  come  from  measures  that 
decrease  the  likelihood  that  an  institution  would  fall 
back  on  government  support  in  times  of  distress  and 
increase  the  likelihood  that  an  institution  would 
respond  to  the  pressures  of  market  discipline.  Under 
the  Basle  Accord  of  1988,  the  regulatory  agencies 
tied  regulatory  capital  requirements  to  risk  and  adopt¬ 
ed  minimum  capital  standards.  Those  standards 
increased  bank  capital,  providing  an  additional  cush¬ 
ion  against  losses  and  reducing  the  value  of  deposit 
insurance  to  the  bank. 

FDICIA  contained  prompt  corrective  action  provisions 
that  require  regulators  to  close  a  troubled  institution 
before  the  book  value  of  its  equity  reaches  zero, 
reducing  the  loss  to  the  deposit  insurance  fund. 
These  prompt  corrective  action  provisions  also  all  but 
compel  regulators  to  require  a  significantly  undercap¬ 
italized  bank  to  divest  itself  of  any  subsidiary  if  that 
subsidiary  is  in  danger  of  becoming  insolvent  and  to 
restrict  the  activities  of  critically  undercapitalized 
banks.  Thus,  FDICIA  imposed  costs  on  covered  insti¬ 
tutions  that  substantially  reduced  the  net  value  of  any 
subsidy  imputed  to  federal  deposit  insurance. 

FDICIA  also  required  the  FDIC  to  resolve  failed  banks 
at  the  least  cost  to  the  deposit  insurance  funds, 
increasing  the  likelihood  that  uninsured  depositors 


and  other  general  creditors  would  suffer  losses  in  the 
resolution  of  a  failed  bank.  Similarly,  FDICIA  greatly 
limited  the  ability  of  the  regulators  to  prevent  the  fail¬ 
ure  of  large  banks,  the  “too-big-to-fail”  policy  of  the 
past.  Uninsured  customers  now  have  a  greater  incen¬ 
tive  to  monitor  bank  capital,  liquidity,  and  other  mea¬ 
sures  of  performance  and  to  demand  improvements 
in  those  areas  that  could  raise  bank  costs,  thereby 
reducing  the  net  value  of  any  subsidy. 

The  incentive  for  market  discipline  was  enhanced  fur¬ 
ther  by  enactment  of  legislation  in  1993  establishing 
national  depositor  preference  rules  in  resolving  failed 
banks.  These  rules  decrease  the  likelihood  that  nonde¬ 
positor  creditors  will  be  made  whole  once  a  bank  fails. 

Other  provisions  in  FDICIA  restricted  the  terms  under 
which  an  undercapitalized  bank  can  access  the  dis¬ 
count  window.  A  troubled  bank  can  no  longer  rely  on 
the  Federal  Reserve  as  an  emergency  source  of  liq¬ 
uidity.  In  addition,  in  1988,  the  Federal  Reserve  began 
imposing  net  debit  caps  or  credit  limits  on  banks’  daily 
Fedwire  overdrafts.  In  time,  as  technological  improve¬ 
ments  continue  to  change  the  payments  system, 
faster  settlement  will  continue  to  decrease  any  benefit 
associated  with  daylight  overdrafts. 

Legislative  and  regulatory  changes  have  reduced 
any  subsidy  that  could  have  arisen  from  inadequate¬ 
ly  priced  access  to  the  federal  safety  net.  In  particu¬ 
lar,  FDICIA  required  the  FDIC  to  enact  a  system  of 
risk-related  deposit  insurance  premiums  that  is  based 
on  the  financial  institution’s  perceived  level  of  risk  to 
the  insurance  fund.  A  system  of  differentiated  premi¬ 
ums  reduces  the  benefit  from  underpriced  deposit 
insurance.  Over  time,  we  expect  the  FDIC  will  further 
adjust  its  risk-related  premium  system  to  differentiate 
better  among  banks.  Furthermore,  the  Federal 
Reserve  started  charging  fees  for  daylight  overdrafts 
in  April  1994.  The  Federal  Reserve  could  adjust  its 
charges  for  daylight  overdrafts  further  to  reflect  the 
market  value  of  the  Fedwire  settlement  guarantee  it 
provides. 

Empirical  analysis  demonstrates  that  regulatory  costs 
outweigh  any  gross  safety  net  benefit.  Banks  bear 
significant  costs  in  return  for  access  to  the  safety  net. 
They  are  subject  to  a  number  of  regulations,  which 
impose  operational  limitations  to  protect  their  safety 
and  soundness  and  to  protect  consumers.  Laws  and 
regulations  also  govern  entry  and  exit,  geographic 
and  product  expansion,  fiduciary  activities,  and  the 
quality  of  internal  and  external  information  systems 
They  also  provide  measures  ensuring  equal  act  ess 
to  credit. 

The  costs  associated  with  regulation  are  duet  t  and 
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indirect,  consequently,  it  is  difficult  to  estimate  the 
total  costs  accurately.  Easily  quantifiable  costs 
include  assessments  for  examination  by  federal  and 
state  regulators,  forgone  interest  on  sterile  reserves, 
deposit  insurance  premiums  and  interest  on  FICO 
bonds  Examples  of  costs  that  are  harder  to  quantify 
include  the  opportunity  cost  of  time  spent  working 
with  examiners,  responding  to  requests  for  informa¬ 
tion,  and  complying  with  regulations. 

In  a  study  of  banking  industry  data,  the  Federal 
Financial  Institutions  Examination  Council  estimated 
that  in  1991  banks  paid  anywhere  from  6  percent  to 
14  percent  of  non-interest  operating  expenses  to 
comply  with  requirements  imposed  by  law  and  regu¬ 
lation.1  These  cost  estimates  did  not  include  costs 
associated  with  maintaining  required  reserves  or 
interest  payments  on  FICO  bonds.2  For  1995,  the 
lower  bound  of  the  FFIEC  estimate  implies  that  the 
aggregate  regulatory  costs  borne  by  banks  was 
roughly  $9  billion,  or  35  basis  points,  when  expressed 
as  a  percent  of  total  deposits  in  insured  banks. 

Any  safety  net  subsidy  must  be  negative.  The  OCC 
used  a  standard  option  pricing  model  to  measure  the 
gross  subsidy  accruing  from  the  deposit  insurance 
portion  of  the  safety  net.  Under  this  approach,  the 
median  value  of  deposit  insurance,  as  of  June  30, 
1996,  was  4  basis  points  for  the  top  50  banking  com¬ 
panies  in  the  U.S.3  Using  the  lower  bound  of  the 
FFIEC  estimate  of  regulatory  costs  (6  percent  of  non¬ 
interest  expenses),  the  median  value  of  the  net 
deposit  insurance  subsidy  for  these  banks  is  calcu¬ 
lated  to  be  between  a  negative  18  basis  points  and  a 
negative  26  basis  points.  In  other  words,  rather  than 
a  subsidy,  there  is  a  net  cost  to  these  banks  of  18  and 
26  basis  points.4 


1  Federal  Financial  Institutions  Examination  Council,  “Study  on 
Regulatory  Burden,"  December  17,  1992. 

2These  costs  were  estimated  at  4.6  basis  points  by  the  FDIC.  See 
the  testimony  of  Ricki  Heifer,  Chairman,  FDIC,  on  financial  mod¬ 
ernization  before  the  Subcommittee  on  Capital  Markets,  Securities, 
and  Government  Sponsored  Enterprises,  Committee  on  Banking 
and  Financial  Services,  U.S  House  of  Representatives  March  5 
1997 

3Gary  Whalen,  “The  Competitive  Implications  of  Safety  Net-Related 
Subsidies, "  OCC  Economics  Working  Paper  97-9,  May  1997. 

4^°me  note,  correctly,  that  the  value  of  a  net  subsidy  varies  over 
fime  and  across  banks  This  is  true — the  net  benefit  associated 

wim  access  to  the  safety  net  will  vary  across  business  cycles. 
However,  as  described  above,  legislative  and  regulatory  changes 
er, acted  since  the  late  1980s  lowered  the  value  of  such  a  benefit 
across  all  business  cycles,  and  therefore  it  is  incorrect  to  compare 
subsidy  estimates  from  1996  with  any  earlier  estimates.  Also,  as 
implied  by  the  paragraph  above,  these  are  median  values,  half  of 
the  banks  in  the  sample  will  have  a  higher  value,  and  half  will  have 
a  lower  value 


Not  surprisingly  banks  do  not  behave  as  if  there  is  a 
safety  net  subsidy.  If  a  subsidy  existed,  banks  would 
conduct  their  business  to  exploit  that  subsidy  fully 
and  would  dominate  the  markets  they  seek  to  serve. 
We  do  not  see  such  skewed  behavior  either  in  the 
way  banks  fund  themselves  or  structure  themselves, 
nor  do  banks  dominate  the  businesses  in  which  they 
are  engaged. 

For  example,  if  banks  enjoy  a  lower  cost  of  funds 
because  of  benefits  accruing  from  the  safety  net,  we 
would  expect  to  see  banking  organizations  issue 
debt  exclusively  at  the  bank  level.  Instead,  we  see 
debt  issuances  by  banks  and  by  bank  holding  par¬ 
ents  and  nonbank  affiliates.  Furthermore,  if  there  were 
a  subsidy,  banks  could  take  best  advantage  of  it  by 
selling  their  debt  to  the  public.  Instead,  most  bank 
debt  is  issued  to  the  parent  holding  company,  which 
in  turn  funds  this  purchase  by  issuing  commercial 
paper.  If  the  deposit  insurance  subsidy  were  impor¬ 
tant,  banks  would  rely  almost  exclusively  on  insured 
deposits  as  their  source  of  funds.  In  fact,  less  than  60 
percent  of  commercial  bank  assets  are  supported  by 
domestic  deposits,  and  some  banks  hardly  use  them. 
As  of  December,  1996,  domestic  deposits  at  the  ten 
largest  commercial  banks  ranged  from  5  percent  of 
liabilities  to  nearly  90  percent  of  liabilities.  Among  the 
top  ten  banks,  foreign  deposits,  which  are  not 
insured,  currently  compose  as  much  as  60  percent  of 
liabilities.5 

Another  area  of  bank  behavior  bearing  on  the  subsidy 
issue  is  the  use  of  bank  subsidiaries  and  bank  hold¬ 
ing  company  affiliates.  If  banks  benefited  from  a  sub¬ 
sidy  not  available  to  the  holding  company,  banks 
would  locate  all  activities  in  bank  subsidiaries  and  not 
in  bank  holding  company  affiliates,  when  they  are 
permitted  to  choose  between  those  two  options. 
Again,  bank  behavior  is  not  consistent  with  the  pres¬ 
ence  of  a  subsidy.  For  example,  banks  can  locate 
their  mortgage  banking  operations  in  a  bank,  a  bank 
subsidiary,  or  in  an  affiliate  of  a  holding  company.  Of 
the  top  twenty  bank  holding  companies,  six  conduct 
mortgage  banking  operations  in  a  holding  company 
affiliate,  nine  conduct  mortgage  banking  activities  in 
the  bank  or  bank  subsidiaries,  and  five  conduct  mort¬ 
gage  lending  through  a  combination  of  the  bank  and 
holding  company.  The  table  below  lists  other  activi¬ 
ties — such  as  consumer  finance,  leasing  and  data 
processing — that  banking  companies  offer  through 
both  holding  company  affiliates  and  bank  sub¬ 
sidiaries. 


sCall  report  data  as  of  December  1996 
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Most  Common  Nonbank  Affiliates  of  Bank  Holding  Companies  and  Subsidiaries  of  Banks:  1996 


Type  of  Nonbank  Subsidiary 

Number  of  Subsidiaries, 

Bank  Holding 

Number  of  Subsidiaries, 
Companies  Banks 

Consumer  finance 

318 

124 

Leasing  personal  or  real  property 

191 

365 

Mortgage  banking 

129 

201 

Data  processing 

123 

96 

Insurance  agency  or  brokerage  services6 7 

72 

74 

Commercial  finance 

46 

39 

In  offering  many  of  the  activities  shown  in  the  table 
above,  banks  compete  side  by  side  with  nonbank 
providers.  If  banks  had  a  competitive  advantage, 
they  would  dominate  over  other  providers.  However, 
in  many  fields,  nonbank  providers  have  a  bigger  mar¬ 
ket  share  than  banks.  As  of  December  1996,  three  out 
of  the  top  five  largest  servicers  of  residential  mort¬ 
gages  were  nonbanks,  and  three  of  the  top  five  origi¬ 
nators  of  mortgages  were  nonbanks.8  The  Federal 
Reserve  has  stated  persuasively  that  banks  engaging 
in  permissible  securities  activities  do  not  dominate 
their  respective  markets.9 

Evidence  offered  to  support  the  subsidy  claim  does  not 
withstand  scrutiny.  The  five  pieces  of  evidence  cited  in 
support  of  the  existence  of  a  subsidy  are:  1)  bank  debt 
is  rated  higher  than  that  of  its  parent  bank  holding  com¬ 
pany,  2)  banks  hold  less  capital  than  other  financial 
institutions,  3)  bank  capital  ratios  declined  in  the  twen¬ 
tieth  century,  4)  corporations  are  not  leaving  the  bank¬ 
ing  business;  and  5)  bank  holding  companies  are  shift¬ 
ing  activities  from  affiliates  to  banks  or  bank  sub¬ 
sidiaries.  In  fact,  none  of  these  points  demonstrates  the 
presence  of  a  safety  net  subsidy. 

First,  the  small  differential  between  the  ratings  of  debt 
issued  by  banks  and  debt  issued  by  bank  holding 
companies  is  not  due  to  a  safety  net  subsidy.  In  1996, 
this  rating  differential  resulted  in  a  cost  of  funds  for 


6Data  as  of  September  30,  1996.  Includes  all  direct  subsidiaries 
of  the  bank  or  holding  company.  All  banks  in  this  analysis  were 
members  of  holding  companies.  Source:  Federal  Reserve  Board 
National  Information  Center. 

insurance  agency  or  brokerage  services  related  to  credit  insur¬ 
ance. 

8“Ranking  the  Banks:  Statistical  Review  1996,"  American  Banker. 

9ln  its  1987  ruling,  “Order  Approving  Activities  of  Citicorp,  J.P. 
Morgan,  and  Bankers  Trust  to  Engage  in  Limited  Underwriting  and 
Dealing  in  Certain  Securities,  Legal  Developments,"  the  Federal 
Reserve  Board  stated,  “the  Board  notes  that  banks  do  not  domi¬ 
nate  the  markets  for  bank-eligible  securities,  suggesting  that  the 
alleged  funding  advantages  for  banks  are  not  a  significant  com¬ 
petitive  factor " 


bank  holding  companies  that  was  only  4  to  7  basis 
points  higher  than  the  cost  of  funds  for  individual 
banks.  According  to  the  rating  agencies,  the  differ¬ 
ence  is  due  to  the  federal  banking  agencies’  ability  to 
use  prompt  corrective  action  powers  to  limit  bank 
payments  to  the  holding  company  if  the  bank  is 
undercapitalized.  A  bank  holding  company  is  a  shell 
corporation,  with  most  of  its  assets  held  by,  and 
income  generated  by,  the  subsidiary  bank(s). 
Reductions  in  the  flow  of  funds  from  the  banks  to  the 
corporate  shell  decreases  the  debt-paying  capacity 
of  the  holding  company  parent. 

A  second  fact  cited  to  support  the  existence  of  a 
safety  net  subsidy  is  that  banks  hold  less  capital  than 
virtually  all  other  financial  institutions.  This  argument 
is  flawed  because  it  makes  no  sense  to  compare  cap¬ 
ital  ratios  of  different  industries  in  isolation  from  their 
relative  risk.  For  example,  two  institutions  engaged  in 
very  different  lines  of  business  could  have  distinct  risk 
profiles.  The  market  would  demand  a  higher  equity- 
to-assets  ratio  of  the  firm  that  holds  much  riskier 
assets  in  its  portfolio.  Merely  comparing  the  institu¬ 
tions’  capital  ratios  is  insufficient,  and  a  finding  that 
banks’  ratios  are  lower  does  not  prove  that  there  is  a 
subsidy. 

Moreover,  accounting  approaches  vary  across  indus¬ 
tries.  For  example,  banks  tend  to  use  historical  cost 
reporting,  whereas  securities  firms  use  mark-to-mar¬ 
ket  accounting.  Such  accounting  differences  might 
explain  differences  in  reported  capital  ratios  between 
the  two  industries.  Consequently,  any  attempt  to 
attribute  the  differences  in  reported  capital  ratios  to 
the  alleged  subsidy  must  account  for  these  differ¬ 
ences  in  accounting  practices. 

Third,  the  decline  in  bank  capital  ratios  in  the 
decades  following  the  creation  of  the  Federal 
Reserve  System  and  the  FDIC  did  not  result  from  a 
safety  net  subsidy.  A  more  plausible  explanation  is 
that  capital  ratios  declined  because  the  efficienc  v  of 
the  U.S.  financial  system  has  increased  over  time.  A 
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1991  Treasury  Department  study  concluded  that 
[cjapital  ratios  were  declining  long  before  creation  of 
either  the  Federal  Reserve  System  or  the  FDIC. 
Indeed,  much  of  the  decline  both  before  and  after  the 
creation  of  the  safety  net  no  doubt  reflects  the  grow¬ 
ing  efficiency  of  the  U.S.  financial  system.”10  A  copy 
of  a  chart  from  that  study  showing  the  decline  in  equi¬ 
ty  as  a  percent  of  assets  for  all  insured  commercial 
banks  from  1840  to  1989  is  attached  as  Appendix  1. 

Fourth,  some  banking  industry  observers  have 
argued  that  the  fact  that  corporations  are  not  leaving 
the  banking  business  is  evidence  that  a  subsidy 
exists.  However,  subsidy  proponents  must  also 
explain  why  the  alleged  subsidy  in  banking  has  not 
attracted  other  firms.  One  possible  explanation  is  that 
there  are  barriers  to  entry;  yet  banking  is  a  highly  reg¬ 
ulated  industry.  This  counter  argument  cannot  end 
here.  If  there  were  substantive  barriers  to  entry  and 
no  other  factors  were  at  work,  banks  should  experi¬ 
ence  excessive  profits  and  a  growing  market  share. 
The  facts  are  not  consistent  with  those  implications. 
Bank  profits,  while  strong  in  recent  years,  are  not  dis¬ 
proportionately  higher  than  other  competitors  in  the 
financial  services  industry.11  Bank  stock  price-to- 
earnmgs  (P/E)  ratios  have,  on  average,  averaged  only 
about  60  percent  of  P/E  ratios  of  other  businesses.12 
Also,  banks’  market  share,  measured  by  12  income- 
based  data,  has  remained  flat  at  least  since  the  late 
1950s.13  Moreover,  subsidy  13  proponents  must  also 
explain  why  industry  consolidation,  which  is  a  form  of 
exiting  from  banking,  is  not  at  odds  with  their  view  of 
the  facts. 

Finally,  those  who  are  seeking  to  prove  the  existence 
of  a  subsidy  cite  more  recent  developments  as  evi¬ 
dence.  In  particular,  they  point  to  a  reported  drop 
over  the  last  decade  in  the  share  of  bank  holding 
company  assets  held  by  non-bank  subsidiaries,  after 


10U.S  Department  of  the  Treasury,  “Modernizing  the  Financial 
System  Recommendations  for  Safer  More  Competitive  Banks,” 
February  1991 

1  According  to  data  presented  in  the  Property/Casualty  Fact 
Book  1997  published  by  the  Insurance  Information  Institute,  banks 
had  a  lower  annual  rate  of  return  than  diversified  financial  services 
firms  for  all  but  two  years  in  the  period  1986  through  1995,  the  last 
year  for  which  comparable  data  are  available.  However,  as  is  true 
when  comparing  capital  ratios,  it  is  difficult  to  make  a  direct  com¬ 
parison  of  profits  without  making  a  risk-adjustment.  In  other  words, 
it  is  difficult  to  determine  whether  profits  are  commensurate  with 
risks  undertaken 

'^According  to  data  by  Keefe,  Bruyette  &  Woods,  Inc.,  commer¬ 
cial  bank  P/E  earnings  as  a  percentage  of  the  S&P  500  P/E  ratio 
averaged  62  percent  for  the  six  years  ending  April  15,  1997. 

1  ^George  Kaufman  and  Larry  Mote,  "Is  Banking  a  Declining 
Industry9  A  Historical  Perspective,”  Economic  Perspectives, 
Federal  Reserve  Bank  of  Chicago  (May/June  1994),  pp  2-21 


removing  the  Section  20  affiliates  (firms  engaged  in 
Federal  Reserve  approved  securities  activities).  The 
argument  seems  to  be  that  such  a  shift  is  motivated 
by  a  desire  to  exploit  a  subsidy  available  to  banks 
and  their  subsidiaries  but  unavailable  to  affiliates  of 
bank  holding  companies.  It  is  one  thing,  however,  to 
make  that  observation,  and  another  to  conclude  that 
it  is  due  to  a  subsidy. 

First,  there  are  alternative  explanations  for  banking 
organizations  moving  activities  from  holding  compa¬ 
ny  affiliates  to  banks.  Importantly,  over  the  past 
decade,  the  relaxation  of  geographical  and  other  bar¬ 
riers  to  interstate  banking  has  permitted  banking 
companies  to  engage  in  the  interstate  conduct  of 
lines  of  business  in  banks  which  they  could  previous¬ 
ly  conduct  only  through  holding  company  sub¬ 
sidiaries.  That  flexibility  could  lead  banking  organiza¬ 
tions  to  shift  assets  from  long-established  holding 
company  subsidiaries  in  those  states  to  newly  avail¬ 
able  banks  or  bank  subsidiaries.  Moreover,  firms  con¬ 
solidate  their  operations  for  many  reasons,  including 
the  desire  for  increased  efficiency.  Recent  experience 
with  intrastate  and  interstate  branching  demonstrates 
the  efficiency  gains  of  organizational  flexibility. 
Research  on  intracompany  mergers  finds  that  choice 
of  organizational  form  is  an  important  determinant  of 
the  efficiency  of  a  company’s  operations.  These 
mergers  enable  banking  organizations  to  streamline 
their  operations  and  better  serve  their  customers.14 
After  many  states  eased  restrictions  on  intrastate 
branching,  most  banking  companies  responded  by 
consolidating  all  of  their  existing  subsidiaries  into 
branch  banks,  although  this  was  not  the  universal 
response.15 

Second,  we  cannot  be  sure  that  an  asset  shift 
occurred.  There  are  no  systematic  data  available  to 
document  that  a  shift  occurred,  and  unless  we  have 
such  data,  we  must  reserve  judgment  on  any  impli¬ 
cations  they  may  hold  for  the  subsidy  debate.  The 
existing  data  are  problematic  for  several  reasons: 
between  1994  and  1995,  the  Federal  Reserve 
changed  the  instructions  governing  the  filing  of  the 
asset  data  used  in  the  calculation  of  the  reported  shift 
to  reduce,  if  not  eliminate,  apparently  widespread, 
year-by-year,  reporting  errors.  The  presence  of  these 
reporting  errors  and  the  changes  in  reporting  instruc¬ 
tions  mean  that  we  cannot  make  accurate  year-to- 
year  comparisons.  Indeed,  the  absence  of  compara- 


14Robert  DeYoung  and  Gary  Whalen,  "Is  a  Consolidated 
Banking  Industry  a  More  Efficient  Banking  Industry9”  OCC 
Quarterly  Journal,  September  1994 

^Robert  DeYoung  and  Gary  Whalen,  "Banking  Industry 
Consolidation  Efficiency  Issues,"  Working  Paper  No.  100,  The 
Jerome  Levy  Economics  Institute,  April  1994 
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bility  could  fully  account  for  the  reported  drop  in  the 
holding  company  affiliate  share  of  bank  holding  com¬ 
pany  assets. 

In  sum ,  there  is  a  better,  alternative  explanation  for 
every  piece  of  evidence  cited  by  observers  who 
believe  there  is  a  subsidy  Mandating  organizational 
form  because  of  an  alleged  subsidy  is  not  good  pub¬ 
lic  policy  because  it  ignores  important  facts.  The  exis¬ 
tence  of  a  gross  benefit  is  insufficient  to  prove  that 
banks  have  an  unfair  competitive  advantage.  What 
matters  is  whether  banks  have  a  benefit  after  netting 
out  the  costs  of  that  benefit — a  net  subsidy — and  the 
evidence  is  that  they  do  not.  Any  benefit  to  banks 
from  access  to  the  safety  net  has  declined  signifi¬ 
cantly  over  the  past  decade.  Conservative  current 
estimates  of  regulatory  costs  imply  that  the  net  sub¬ 
sidy  received  by  banks  is  negative.  Most  important, 
banks  do  not  behave  as  if  they  were  subsidized. 

III.  Organizational  structure  cannot  by  itself 
determine  the  beneficiaries  of  any  subsidy;  rules  can. 
Current  rules  make  the  bank  operating  subsidiary 
structure  superior  to  the  holding  company  structure 
in  keeping  any  subsidy  derived  from  the  federal  safe¬ 
ty  net  where  it  belongs — in  the  bank 

Sound  public  policy  requires  that  we  strive  to  keep 
the  benefits  of  any  subsidy,  if  it  exists,  within  the  bank. 
However,  mandating  that  banking  companies  create 
one  corporate  form  will  not  achieve  that  objective 
because  organizational  structure  by  itself  is  not 
enough  to  confine  the  benefits  of  a  subsidy.  Rules 
governing  the  transfer  of  funds  among  affiliated  enti¬ 
ties  are  necessary.  Such  rules  could  ensure  that  oper¬ 
ating  subsidiaries  and  bank  holding  company  sub¬ 
sidiaries  are  equally  effective  at  confining  the  subsidy 
to  the  bank. 

Under  existing  rules,  transmission  of  any  subsidy  in 
the  form  of  dividends  from  the  bank  through  the  par¬ 
ent  holding  company  to  affiliates  would  be  relatively 
easy.  Transmission  from  the  bank  to  a  bank  operating 
subsidiary  would  be  more  difficult.16 

The  ability  to  confine  any  subsidy  would  depend  not 
on  where  we  place  new  activities  in  the  financial  orga¬ 
nization  chart,  but  on  what  restrictions  we  impose  on 
funds  transfers  between  a  bank  and  its  subsidiaries 
and  other  affiliates.  Under  current  rules,  the  bank  sub¬ 
sidiary  structure  may  better  prevent  any  subsidy  from 


16ln  this  section,  any  reference  to  a  bank  operating  subsidiary 
refers  to  a  subsidiary  engaged  in  an  activity  not  permitted  for  the 
bank  as  principal. 


flowing  beyond  the  bank.  The  OCC’s  part  5  regulation 
imposes  the  same  limitations  on  transactions 
between  a  bank  and  a  bank  subsidiary  engaged,  as 
principal,  in  an  activity  not  permitted  for  the  bank  as 
those  applied  by  sections  23A  and  23B  of  the  Federal 
Reserve  Act  to  transactions  between  a  bank  and  its 
holding  company  affiliates.  (A  bank  may  invest  no 
more  than  10  percent  of  its  capital  in  a  subsidiary.) 
Furthermore,  the  OCC’s  regulation  permits  only  well- 
capitalized  banks  to  make  such  investments,  and  the 
bank  must  remain  well  capitalized  for  regulatory  pur¬ 
poses  after  deducting  the  equity  investment.  In  other 
words,  the  regulation  explicitly  restricts  the  amount  of 
funds  a  bank  may  down-stream  to  a  subsidiary. 

Any  subsidy  can  be  passed  up  to  the  holding  com¬ 
pany  through  the  payment  of  dividends,  and  an  ade¬ 
quately  capitalized  bank  faces  few  formal  restrictions 
when  paying  dividends  to  its  bank  holding  company 
parent.  Neither  sections  23A  and  23B  of  the  Federal 
Reserve  Act  nor  any  comparable  restrictions  apply  to 
payment  of  dividends  by  a  bank  to  its  holding  com¬ 
pany,  and  banks  need  only  to  be  adequately  capital¬ 
ized  to  pay  dividends.  As  long  as  earnings  are  ade¬ 
quate,  there  is  no  limit  on  the  amount  of  funds  an  ade¬ 
quately  capitalized  bank  can  upstream  to  a  holding 
company  affiliate.  Because  most  banks  today  are  well 
capitalized,  banks  could  help  holding  company  affili¬ 
ates  provide  approved  activities  simply  by  paying 
dividends. 

Once  a  dividend  is  paid,  it  is  impossible  to  determine 
whether  that  cash  flow  goes  to  affiliates  or  bank  hold¬ 
ing  company  shareholders.  Although  proponents  of 
the  holding  company  affiliate  approach  acknowledge 
that  bank  dividends  flow  upward,  they  claim  that  bank 
profits  do  not  fund  bank  holding  company  affiliates. 
The  truth  is  elusive.  Since  money  is  fungible,  no  one 
can  pinpoint  the  role  dividends  play  in  affiliate  opera¬ 
tions.  Moreover,  even  if  bank  dividends  played  little  if 
any  role  in  the  past,  they  could  still  play  a  substantive 
role  in  the  future.  As  financial  modernization  increas¬ 
es  the  range  of  activities  that  bank  holding  compa¬ 
nies  can  conduct,  there  will  be  greater  incentive  for 
those  companies  to  use  bank  profits  to  fund  activities 
of  their  nonbank  affiliates.  Limits  on  dividend  pay¬ 
ments  would  be  necessary  to  confine  any  alleged 
subsidy  to  the  bank. 

Rules  are  necessary  to  prevent  the  transfer  of  any 
alleged  subsidy.  Under  current  rules,  the  bank  sub¬ 
sidiary  structure  is  stronger  than  the  bank  holding 
company  structure  in  confining  any  subsidy.  The 
bank  subsidiary  structure  is  also  a  sound  framework 
for  supporting  the  continued  safe  and  sound  opera¬ 
tion  of  our  Nation's  banking  system 
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IV.  The  logical  consequence  of  organizational 
rigidity — the  destabilized  hollow  bank — is  unaccept¬ 
able 

The  only  sure  way  to  prevent  transmission  of  the 
alleged  subsidy  would  be  to  reject  financial  modern¬ 
ization  altogether  and  to  limit  banks  and  all  of  their 
affiliated  companies  to  a  narrow  range  of  activities. 
Permitting  holding  company  nonbanks  to  offer  ser¬ 
vices  bank  subsidiaries  could  not  supply  would  not 
confine  the  transmission  of  any  subsidy.  Instead, 
such  limitations  on  bank  subsidiaries  would  deprive 
banks  of  important  sources  of  income,  yielding  a 
destabilized  hollow  bank.  Both  alternatives  are  unac¬ 
ceptable. 

Rejecting  financial  modernization  altogether  and  lim¬ 
iting  bank  subsidiaries  are  unacceptable  options 
because  both  would  deprive  banks,  their  customers, 
and  the  general  economy  of  the  important  benefits  of 
modernization.  By  contrast,  allowing  banks  to  con¬ 
duct  new  activities  in  operating  subsidiaries  could 
have  positive  benefits  while  limiting  downside  risks. 

The  only  way  to  guarantee  that  any  alleged  subsidy 
will  not  be  transmitted  would  be  to  limit  the  activities 
of  banking  companies.  Proponents  of  the  holding 
company  structure  assert  that  there  would  be  no  way 
to  prevent  at  least  some  benefit  associated  with  any 
alleged  subsidy  from  leaking  from  banks  to  holding 
company  parents  and  affiliates.  If  they  are  correct 
and  if  this  benefit  should  not  be  available  outside  the 
bank,  the  logical  conclusion  would  be  to  reject  finan¬ 
cial  modernization  altogether  and  to  limit  banks  and 
all  of  their  affiliated  companies  to  a  narrow  range  of 
activities. 

Permitting  holding  company  nonbanks  to  offer  activi¬ 
ties  denied  bank  subsidiaries  would  not  confine  the 
transmission  of  any  subsidy  Instead,  such  limits 
would  lead  to  a  destabilized  hollow  bank.  Forcing  a 
bank  to  offer  new  products  and  services  only  through 
a  holding  company  affiliate  will  limit  the  bank’s  ability 
to  respond  to  changes  in  the  marketplace  and 
impose  unnecessary  costs  that  will  render  the  bank 
less  competitive.  Either  the  assets  and  income  stream 
of  the  bank  itself  will  shrink,  or  the  bank  will  feel  pres¬ 
sure  to  reach  ever  farther  out  on  the  risk  curve  to  be 
profitable  and  generate  adequate  returns  on  capital 
and  to  remain  in  business.  The  result  will  be  a  desta- 
b  ized  hollow  bank  that  is  less  safe  and  sound,  offers 
fewer  choices  to  customers,  and  is  less  able  to  serve 
our  communities  and  the  broader  financial  needs  of 
its  customers. 

Moreover  organizational  rigidity  may  deprive  some 
communities  of  competitive  alternatives.  Imposing  a 


cumbersome  holding  company  structure  on  small 
banks  wishing  to  conduct  critical  activities  may  cre¬ 
ate  costs  and  inefficiencies  that  make  these  activities 
unprofitable  for  them.  Such  costs  may  even  mean  that 
residents  of  some  communities  may  not  have  a  local 
supplier  of  some  valued  financial  services  and  that 
residents  of  other  communities  may  find  that  the  num¬ 
ber  of  competitors  is  less  than  it  could  be. 

By  contrast,  allowing  banks  to  conduct  new  activities 
in  operating  subsidiaries  could  have  positive  benefits 
while  limiting  downside  risks.  There  are  benefits  from 
banks  that  diversify  earnings  by  conducting  some 
activities  through  operating  subsidiaries.  Fees  and 
other  income  from  the  subsidiaries  may  enable  banks 
to  offset  the  effects  of  cyclical  downturns  in  other  sec¬ 
tors  of  the  economy.  Plence,  bank  earnings  would  be 
less  volatile,  reducing  risks  to  the  banking  system  as 
a  whole.17  Draws  on  the  deposit  insurance  fund  from 
bank  failures  will  be  less  likely,  in  part,  because  the 
assets  of  bank  operating  subsidiaries  are  clearly 
available  to  the  FDIC.18  Stronger  banks  will  be  able  to 
make  more  credit  available  to  the  economy.  Structural 
flexibility  gives  banks  the  ability  to  serve  the  evolving 
needs  of  their  customers,  improve  efficiencies,  and 
therefore  effectively  compete  at  home  and  abroad. 

Recent  experience  with  intrastate  and  interstate 
branching  demonstrates  the  efficiency  gains  and 
consumer  benefits  of  organizational  flexibility.  OCC 
research  on  intracompany  mergers  in  banking  finds 
that  choice  of  organizational  form  is  an  important 
determinant  of  the  efficiency  of  a  company's  opera¬ 
tions.19 

Organizational  flexibility  is  also  critical  to  ensuring  fair 
access  to  financial  services.  Forcing  activities  out  of 
the  bank  reduces  the  resources  available  to  support 
the  bank’s  Community  Reinvestment  Act  (CRA) 
efforts.  By  contrast,  allowing  a  bank  subsidiary  to 
engage  in  a  wide  range  of  activities  keeps  earnings 
flowing  up  to  the  bank  and  available  for  funding  CRA 
initiatives.  Regulators  consider  the  assets  of  a  bank 


17See,  for  example,  Peter  S.  Rose,  “Diversification  of  the  Banking 
Firm,"  The  Financial  Review  ,  vol.  24  (May  1989),  pp.  251-280 

^See  testimony  of  Ricki  Heifer,  Chairman,  FDIC,  on  financial 
modernization  before  the  Subcommittee  on  Capital  Markets, 
Securities,  and  Government  Sponsored  Enterprises,  Committee  on 
Banking  and  Financial  Services,  U  S.  House  of  Representatives, 
March  5,  1997. 

19These  mergers  enable  banking  organizations  to  streamline  their 
operations  and  better  serve  their  customers  Robert  DeYoung  and 
Gary  Whalen,  "Is  a  Consolidated  Banking  Industry  a  More  Efficient 
Banking  Industry7"  OCC  Quarterly  Journal ,  September,  1994 
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subsidiary  when  they  assess  the  capacity  of  the  bank 
to  serve  its  community.20 

Bank  subsidiaries  can  only  be  a  source  of  strength  to 
banks,  not  a  source  of  weakness.  Subsidiary  earn¬ 
ings  and  assets  are  always  available  to  the  bank.  The 
reverse  is  not  true.  If  a  bank  subsidiary  becomes  trou¬ 
bled,  bank  regulators  can  force  the  bank  to  divest 
itself  of  the  subsidiary  under  the  prompt  corrective 
action  provisions  of  FDICIA.  When  this  occurs,  the 
parent  bank’s  financial  statements  reflect  a  loss  equal 
to  the  loss  in  value  of  the  bank’s  total  investment  in  the 
subsidiary.  The  bank’s  total  investment  would  include 
any  guarantees  or  commitments  to  the  subsidiary,  to 
the  extent  the  bank’s  regulator  allows  such  guaran¬ 
tees  or  commitments.  They  would  not  reflect  the  loss¬ 
es  incurred  by  the  subsidiary  because  the  subsidiary 
is  a  separate  corporation.  The  result  is  a  financial 
structure  that  enhances  the  safety  and  soundness  of 
the  banking  system. 

The  evidence  cited  above  demonstrates  that  organi¬ 
zational  rigidity  is  not  only  unnecessary  but  also 
counterproductive.  There  is  no  sound  public  policy 
reason  to  limit  a  bank’s  range  of  financial  activities  or 
to  impose  a  particular  corporate  structure  for  con¬ 
ducting  those  activities.  There  is  no  net  subsidy  from 
the  safety  net,  nor  does  the  holding  company  struc¬ 
ture  better  confine  any  subsidy.  Rather,  in  the  inter¬ 
ests  of  safety  and  soundness  for  our  Nation’s  banking 
system,  it  is  incumbent  upon  policy  makers  to:  (1) 
change  the  rules  governing  the  transmission  of  funds 
among  banking  affiliates  to  make  bank  and  holding 
company  subsidiaries  equally  effective  in  containing 
any  subsidy,  and  (2)  choose  a  financial  moderniza¬ 
tion  path  that  embraces  organizational  flexibility 

V.  Summary  and  Conclusions 

There  is  no  reason  to  restrict  bank  organizational 
structure.  There  is  no  net  subsidy  from  access  to  the 
safety  net.  Gross  benefits  to  banks  have  decreased  in 
recent  years,  and  regulatory  costs  offset  those  bene¬ 
fits.  The  holding  company  structure  is  not  proof 
against  the  leakage  of  any  alleged  subsidy  because 
banks  could  pass  that  subsidy  upstream  to  the  hold¬ 


ing  company  through  dividends,  and  an  adequately 
capitalized  bank’s  ability  to  pay  dividends  is  subject 
to  few  restrictions.  At  the  same  time,  a  bank’s  invest¬ 
ment  in  a  subsidiary  is  explicitly  limited,  and  earnings 
diversification  from  such  an  investment  may  improve 
safety  and  soundness. 

Any  concern  that  banks  have  a  funding  advantage 
that  should  not  be  used  in  the  marketplace  can  only 
be  resolved  completely  by  rejecting  financial  mod¬ 
ernization  altogether  and  by  limiting  the  activities  of 
both  the  bank  and  bank  holding  company  affiliates. 

Permitting  only  nonbank  affiliates  of  bank  holding 
companies  to  offer  new  activities  will  not  keep  the 
benefits  of  any  subsidiary  from  spreading  beyond  the 
bank.  Limiting  the  activities  of  bank  subsidiaries 
would  yield  a  destabilized  hollow  bank  with  a  very 
limited  base  of  income-producing  products  and  ser¬ 
vices.  Such  a  bank  would  be  teetering  on  the  whims 
of  14  the  business  cycle  without  the  benefits  of  diver¬ 
sification  or  counter-cyclical  fee  income  available 
from  new  activities.  The  safety  and  soundness  of  our 
banking  system  would  deteriorate,  and  public  policy 
would  not  be  served. 

Financial  modernization  must  allow  banks  flexibility  in 
determining  their  corporate  structure,  so  long  as  they 
adhere  to  principles  of  safety  and  soundness. 
Choice,  when  consistent  with  safety  and  soundness, 
makes  sense.  The  strength  of  our  economy  is  built  on 
the  individual  decisions  made  by  thousands  upon 
thousands  of  independent  entrepreneurs  and  small 
businesses,  each  with  different  visions  of  the  future. 
Permitting  choice,  in  and  of  itself,  adds  value. 
Businesses  have  different  strengths,  weaknesses, 
strategies,  and  cultures.  Those  who  operate  these 
businesses  day  to  day  know  better  than  the  govern¬ 
ment  which  structure  will  allow  them  to  operate  most 
efficiently  and  effectively.  Absent  a  convincing  public 
policy  reason,  it  is  not  government’s  role  to  tell  finan¬ 
cial  services  firms  how  to  structure  their  business.  To 
implement  legislative  prescriptions  based  on  this  mis¬ 
taken  claim  not  only  would  provide  a  flawed  basis  for 
public  policy  but  also  would  lead  to  undesirable  con¬ 
sequences. 


20As  Allen  Fishbein,  General  Counsel  of  the  Center  for 
Community  Change,  recently  noted,  "...it  is  also  important  to  under¬ 
stand  that  the  OCC’s  new  rule  provides  a  potentially  important 
means  for  increasing  the  resource  base  for  CRA-related  activities.” 
See  written  testimony,  hearing  before  the  Subcommittee  on 
Financial  Institutions  and  Consumer  Credit,  Committee  on  Banking 
and  Financial  Services,  U  S.  Flouse  of  Representatives,  February 
25,  1997. 
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Appendix  1 


Equity  as  a  Percent  of  Assets  for  All  Insured  Commercial  Banks* 

1840-1989 


Percent 


Year 


'Ratio  of  aggregate  dollar  value  of  bank  book  equity  to  aggregate  dollar  value  of  bank  book  assets. 
Source:  Statistical  abstract  through  1970.  Report  of  condition  thereafter. 


‘r  'b'  '  >  Doc  k  "  nr  r  of  the  heasury,  Modernizing  the  Financial  System  Recommendations  for  Safer,  More  Competitive  Banks. 

February  1991  (facing  p  II  4| 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Affordable  Housing  Symposium,  on  commitment  to  the  cause  of  affordable 
housing,  Philadelphia,  Pennsylvania,  July  23,  1997 


Let  me  extend  a  heartfelt  welcome  to  the  many  out¬ 
standing  representatives  of  our  financial,  civic,  phil¬ 
anthropic,  academic,  and  regulatory  communities 
gathered  here  today.  Coming  together  in  this  forum 
reminds  us  that,  despite  the  diversity  of  our  back¬ 
grounds  and  workaday  worlds,  we  are  partners  in  a 
great  and  historic  enterprise:  expanding  opportunity 
for  our  fellow  citizens  still  struggling  to  enter  the  main¬ 
stream  of  American  life. 

Two  hundred  and  twenty-one  years  ago,  just  up  the 
road  from  where  we  are  sitting  today,  Thomas 
Jefferson  wrestled  with  the  ideas  that  would  serve  as 
justification  for  the  parting  of  ways  between  the  unit¬ 
ed  colonies  and  Great  Britain.  For  Jefferson  and 
most  of  his  colleagues  assembled  that  summer,  inde¬ 
pendence  contained  political  and  economic  ele¬ 
ments.  And  when,  in  the  words  that  sprang  from  his 
pen,  America  committed  itself  to  the  pursuit  of  life, 
liberty,  and  the  pursuit  of  happiness,  his  countrymen 
took  that  pledge  as  he  intended  it — as  a  guarantee  of 
opportunity  to  make  one’s  way  in  the  world,  to  pursue 
a  career  or  a  trade  of  one’s  own  choosing,  to  rise  or 
fall  by  one’s  abilities  and  exertions.  These  commit¬ 
ments  formed  one  side  of  the  compact  that  induced 
Americans,  for  their  part,  to  expose  their  lives  and 
property  to  the  perils  of  war  against  mighty  England. 
And  when  independence  was  made  good,  the  peo¬ 
ple  who  had  risked  everything  to  achieve  it  demand¬ 
ed  their  due  in  return.  Since  then,  all  who  have  held 
power  have  assumed  a  solemn  responsibility  to  safe¬ 
guard  and  promote  the  cause  of  economic  opportu¬ 
nity  so  central  to  American  civilization  and  the  spirit 
of  1776. 

As  the  place  where  the  contract  was  consummated, 
as  the  wellspring  of  the  ideals  that  set  us  apart  as  a 
nation,  Philadelphia  is  an  appropriate  setting  in  which 
to  meet  as  we  renew  our  commitment  to  the  cause  of 
affordable  housing — a  crucial  piece  of  the  American 
dream. 

Nothing  has  been  more  crucial  to  making  that  dream 
a  reality  for  millions  of  Americans  than  what  I  often 
refer  to  as  the  democratization  of  credit. 

Unlike  the  declaration  of  1776,  which  set  the  colonies 
free  with  a  single  bold  stroke,  the  democratization  of 
credit  has  been  a  slow  process. 


None  of  us  in  this  room  could  have  borrowed  much 
money,  if  any,  on  the  terms  that  banks  made  available 
at  the  time  the  Declaration  of  Independence  was 
signed.  Bankers  of  that  era  believed  that  the  only  real¬ 
ly  safe  lending  was  short-term  lending  to  an  elite 
clientele  of  wealthy,  landed  individuals. 

A  century  later,  not  much  had  changed.  In  1863,  the 
first  Comptroller  of  the  Currency,  Hugh  McCulloch, 
repeatedly  warned  national  bankers  to  make  only 
those  types  of  loans  that  were  specifically  authorized 
by  law  and  tradition.  In  practice,  this  meant  that 
national  banks  made  no  real  estate  loans,  no  long¬ 
term  business  loans,  and  no  consumer  loans. 
Personal  loans  were  sometimes  extended  as  a  per¬ 
sonal  courtesy  to  good  corporate  clients.  But  the  idea 
of  general  market  for  consumer  credit — even  for  well- 
off  consumers — attracted  few  converts  and  much 
derision  among  bankers.  Without  an  established 
record  of  creditworthiness,  ordinary  Americans  were 
assumed  to  be  unworthy  of  it. 

But  ordinary  Americans  proved  otherwise.  Denied 
credit  by  banks,  they  turned  elsewhere:  to  Morris  Plan 
banks,  building  societies,  pawnshops,  and  other  non¬ 
bank  providers.  During  the  Great  Depression,  con¬ 
sumer  loans  outperformed  commercial  and  industrial 
loans,  sending  a  powerful  message  that  the  average 
American  could  learn  how  to  handle  credit  responsi¬ 
bly.  Bankers  took  this  message  to  heart.  And  so  the 
democratization  of  credit  proceeded. 

This  century-long  change  in  attitude  and  practice  is 
nowhere  more  evident  than  in  the  mortgage  market.  A 
hundred  years  ago,  three  out  of  four  residential  mort¬ 
gages  were  held  by  individual  investors.  Interest  rates 
and  down-payment  requirements  for  such  loans  were 
often  prohibitively  high.  Fifty  percent  down  was  cus¬ 
tomary.  It  was  not  uncommon  for  mortgage  loans  to 
run  for  as  little  as  two  or  three  years.  On  such  terms 
there  were  relatively  few  takers — and,  consequently, 
relatively  few  homeowners.  In  1890,  two-thirds  of  all 
nonfarm  residents  in  the  United  States  were  renters: 
only  one  out  of  three  Americans  was  a  homeowner. 

Since  then,  a  quiet  revolution  has  taken  place  in 
American  housing.  Today,  thanks  in  large  part  to  the 
democratization  of  credit — including  importantly  bank 
credit — the  numbers  of  a  century  ago  have  been 
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reversed  Today,  almost  two-thirds  of  Americans  are 
homeowners.  More  enter  their  ranks  every  day,  often 
with  financing  obtained  from  a  bank.  As  late  as  the 
1940s,  commercial  banks  ranked  dead  last  among 
institutional  lenders  providing  housing  finance.  Today, 
commercial  banks  provide  more  money  for  mortgage 
loans  than  any  other  financial  institution. 

The  latest  phase  in  the  democratization  of  credit  is 
taking  place  right  before  our  eyes.  Over  the  past  two 
decades,  a  serious  and  successful  effort  has  been 
underway  to  make  credit  available  to  low-  and  mod¬ 
erate-income  individuals.  This  effort  has  resulted  in 
tens  of  thousands  of  home  mortgage  loans  to  people 
who  would  otherwise  not  have  been  able  to  obtain 
them.  These  loans  have  thus  far  proved  to  have 
default  rates  that  are  essentially  the  same  as  loans  to 
upper-income  borrowers.  In  some  cases,  default 
rates  have  been  lower. 

For  the  vast  majority  of  individual  borrowers,  this  has 
meant  a  better  life — a  better  home  and  a  safer  and 
more  stable  environment  in  which  to  live  and  raise 
children.  For  society,  it  has  meant  stronger  neighbor¬ 
hoods  and  more  productive  citizens.  And  for  lending 
institutions,  it  has  meant  new  profitable  customer 
relationships. 

To  a  considerable  degree,  this  quiet  revolution  in 
lending  to  low-  and  moderate-income  individuals  has 
been  a  dual  process  of  breaking  down  past  preju¬ 
dices  about  creditworthy  borrowers  and  replacing  old 
lending  techniques  with  innovative  ones  to  make 
credit  available.  For  example,  we  have  learned  that 
development  lending — targeting  lending  to  an  entire 
distressed  neighborhood — has  great  advantages 
over  hit-and-miss  lending  in  those  same  areas. 
Development  lending  has  the  advantage  of  dramati¬ 
cally  increasing  the  likelihood  that  property  values  will 
rise  in  targeted  neighborhoods,  thus  increasing  the 
borrower’s  equity  and  the  lender’s  collateral. 

These  two  decades  of  increased  lending  to  disad¬ 
vantaged  individuals  coincide  with  the  enactment 
and  enforcement  of  the  Community  Reinvestment 
Act,  whose  20-year  anniversary  will  be  celebrated 
this  October  12.  During  this  20  year  period,  a  number 
of  observers  have  argued  that  the  statute’s  goals — 
^ending  to  low-  and  moderate-income  individuals — 
conflicted  with  the  goal  of  ensuring  that  we  have 
strong,  safe  and  sound  banking  institutions.  And  yet, 
/ve  have  found  that  what  has  been  true  of  the  democ¬ 
ratization  of  credit  at  each  stage  in  the  process  is  true 
m  this  case  too  that  in  the  vast  majority  of  cases, 
lending  to  low  and  moderate-income  Americans  is 
also  safe  lending 


Indeed,  I  strongly  believe  that  the  OCC's  statutory 
responsibilities,  both  to  enforce  the  Community 
Reinvestment  Act  and  to  ensure  a  safe  and  sound 
banking  system,  are  mutually  supportive.  Banks  do 
not  get  stronger  by  turning  their  backs  on  large  por¬ 
tions  of  their  communities  that  could  be  good,  credit¬ 
worthy  customers.  In  fact,  the  opposite  is  true. 

I  also  believe  that  the  symbiosis  between  community 
development  lending  and  safe  and  sound  banking  is 
based  on  facing  up  to  real  facts  and  dealing  with  those 
facts.  We  must  ask  hard  questions  and  deal  forthright¬ 
ly  with  the  answers.  Who  is  really  creditworthy?  What 
innovative  techniques  can  be  used  to  extend  credit? 
Which  techniques  work  and  which  do  not? 

These  questions  are  extraordinarily  relevant  to  the 
business  of  today’s  symposium.  The  affordable  mort¬ 
gage  market  represents  one  of  the  great  challenges 
before  the  private  sector  at  a  time  when  only  the  pri¬ 
vate  sector  has  the  resources  available  to  meet  the 
vast  need  for  affordable  housing  in  America. 

We  know  that  the  affordable  mortgage  market  has  its 
complexities — particularly  for  lenders  new  to  it — and 
that  some  have  therefore  shied  away  from  it.  The 
higher  than  average  loan-to-value  or  debt-to-income 
ratios  that  typically  characterize  these  loans  can 
mean  reduced  opportunities  for  securitization.  Private 
mortgage  insurance  may  not  be  available  or,  for  com¬ 
petitive  reasons,  lenders  may  decline  to  require  it. 
The  concentration  of  adjustable-rate  mortgages  gen¬ 
erally  found  in  some  affordable  mortgage  portfolios 
can  mean  higher  interest  rate  risk. 

What  have  we  learned  recently  about  these  markets? 

In  1996  we  conducted  a  review  of  national  banks’ 
affordable  mortgage  portfolios  as  part  of  an  overall 
survey  of  credit  underwriting  practices.  Early  this  year, 
we  carried  out  a  follow-up  review  of  13  banks  with  the 
largest  dollar  volume  of  affordable  mortgage  loans. 

Here  is  what  we  found.  Our  evidence  shows  that  loss¬ 
es  for  affordable  mortgage  loans  are  about  the  same 
as  for  all  mortgage  loans — less  than  one  tenth  of  one 
percent.  However  in  1996,  total  delinquencies  in  the 
affordable  mortgage  portfolios  of  large  national  banks 
averaged  4  percent,  compared  to  3  percent  for  resi¬ 
dential  real  estate  portfolios  as  a  whole.  In  the  last  six 
months  of  1996,  the  delinquency  rate  of  affordable 
mortgage  loans  at  some  banks  increased  by  about 
100  basis  points,  compared  to  an  increase  of  2  basis 
points  for  all  mortgage  loans.  The  increase  in  the 
delinquency  rate  was  more  pronounced  in  those 
affordable  mortgage  programs  where  risk  was  heavi- 
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ly  layered — that  is,  where  more  than  one  traditional 
risk  factor  was  disregarded  in  making  the  loan. 

This  delinquency  rate  must  be  taken  seriously.  But 
let's  look  at  those  numbers  and  put  them  into  context. 
At  year-end  1996,  about  5  percent — one  out  of  twen¬ 
ty — of  affordable  mortgage  loans  at  some  banks  were 
delinquent.  That  means  19  out  of  20  affordable  mort¬ 
gages  at  those  banks  were  current. 

Think  of  it.  Ninety-five  percent  of  affordable  mortgage 
customers — families  that  would  never  have  been  able 
to  receive  a  home  purchase  loan  under  conventional 
standards — are  meeting  their  obligations  on  time  and 
in  full.  Thousands  of  families  that  would  never  have 
had  a  chance  to  enjoy  the  economic  and  social  ben¬ 
efits  of  home  ownership  are  doing  so  today  because 
lenders  were  willing  to  give  them  the  chance  to  prove 
that  “one  size  fits  all”  doesn’t  work  all  the  time. 

The  OCC’s  surveys  show  that  the  delinquency  rate  for 
affordable  mortgage  loans  is  lowest — and  the  propor¬ 
tion  of  such  loans  in  the  total  mortgage  portfolio  high¬ 
est — in  those  banks  that  have  held  those  loans  the 
longest.  Affordable  mortgage  programs  that  had  been 
in  operation  for  more  than  three  years  tended  to  have 
virtually  no  increase  in  delinquency  rates.  In  short,  we 
found  that  the  more  experience  banks  had  with  afford¬ 
able  mortgage  loans,  the  better  they  had  learned  how 
to  manage  the  special  risks  those  loans  entail. 

What  does  all  this  suggest?  It  suggests  that  banks 
that  are  new  to  the  affordable  mortgage  area  should 
closely  monitor  those  programs,  particularly  those 
that  layer  risk  factors.  These  banks  should  look  for 
techniques  that  will  help  keep  delinquencies  under 
control.  In  this  regard,  the  results  of  our  surveys  sug¬ 
gest  banks  may  want  to  consider  some  if  not  all  of  the 
steps  taken  by  more  established  programs  to  deal 
with  the  challenges  of  affordable  lending  programs. 

What  are  these  steps?  We  identified  three  common 
characteristics  shared  by  banks  with  the  most  mature 
affordable  mortgage  programs. 

•  Applicants  at  these  banks  were  generally 
required  to  complete  a  comprehensive  program 
of  pre-purchase  counseling  as  a  prerequisite  for 
qualifying  for  affordable  mortgages.  This  coun¬ 
seling  varied  from  a  two-hour  self-study  pro¬ 
gram  to  a  four-week  Fannie  Mae/HUD-approved 
course.  Banks  with  the  most  structured  and 
comprehensive  counseling  tended  to  have  the 
lowest  delinquency  rates — as  much  as  two  to 


three  times  lower  than  their  peers  with  less  for¬ 
mal  programs.  Conversely,  banks  offering  little 
or  no  counseling  typically  had  the  most  chronic 
delinquency  problems. 

•  Banks  with  the  lowest  delinquency  rates  were 
often  the  same  banks  that  had  in  place  struc¬ 
tured,  rapid-response  delinquency  intervention 
programs  enabling  them  to  contact  customers 
soon  after  a  missed  payment.  Typically,  these 
banks  also  had  upgraded  information  systems 
to  track  loan  performance  and  formal  linkages 
between  servicing  units  and  counseling 
providers. 

•  Banks  with  the  lowest  delinquency  rates  were 
those  which  exercised  care  in  layering  risk  fac¬ 
tors.  Borrowers  with  a  single  risk  factor — say,  a 
43  percent  debt-to-income  ratio — were  highly 
likely  to  service  their  loans  satisfactorily.  But  if  the 
borrowers  had  additional  risk  factors,  the  odds  of 
delinquency  increased. 

Because  I  believe  it  is  important  that  these  and  other 
findings  be  shared  throughout  the  banking  and 
affordable  housing  communities,  we  are  releasing 
today  an  OCC  Advisory  Letter  on  affordable  mort¬ 
gage  lending  [attachment].  It  is  my  hope  that  by  dis¬ 
seminating  what  we  have  learned,  by  encouraging 
banks  to  profit  from  the  experiences  of  others  in  this 
field,  we  can  simultaneously  promote  the  growth  of 
affordable  mortgage  programs,  the  health  of  our  com¬ 
munities,  and  the  safety  and  soundness  of  the  bank¬ 
ing  system. 

Sharing  information  is  a  big  part  of  why  we  are  here 
today.  Our  symposium  is  designed  to  encourage  dia¬ 
logue  between  all  parties  to  the  business  of  making 
affordable  mortgages.  Hopefully,  our  discussions  will 
stimulate  ideas  that  can  lead  to  action  on  affordable 
mortgage  performance,  risk  management  strategies, 
pre-  and  post-purchase  counseling,  and  many  other 
essential  issues.  I  look  forward  to  hearing  and  learn¬ 
ing  from  you. 

Affordable  mortgage  programs  are  working  and  can 
be  made  to  work  better — for  the  banks  that  create 
them  and  for  the  borrowers  who  use  them  as  a  bridge 
to  the  American  dream.  As  we  roll  up  our  sleeves  and 
enter  into  our  discussions  today,  we  should  draw 
inspiration  from  the  American  statesmen  of  1776.  who 
never  shrank  from  a  challenge  they  believed  worth 
the  effort.  The  cause  of  affordable  housing  is  one 
challenge  that  is. 
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Attachment 

Advisory  Letter  97-7 

Subject:  Affordable  Mortgage  Portfolios 

TO  Chief  Executive  Officers  of  all  National  Banks, 
Department  and  Division  Heads,  and  all  Examining 
Personnel 

Purpose 

The  Office  of  the  Comptroller  of  the  Currency  (OCC) 
has  reviewed  the  single-family  affordable  mortgage 
portfolios  (AMPs)  of  the  largest  national  banks  and 
found  that  overall  banks  are  providing  affordable 
mortgages  profitably  and  safely.  Although  AMP  loss¬ 
es  have  remained  almost  nonexistent,  we  noted  that 
delinquency  rates  have  risen  at  some  banks,  espe¬ 
cially  those  that  have  recently  entered  the  affordable 
mortgage  market.  In  contrast,  banks  that  have  been 
in  the  market  at  least  five  years  have  developed  more 
effective  risk  management  techniques  and  conse¬ 
quently  have  experienced  lower  delinquency  rates. 

The  purpose  of  this  advisory  letter  is  to  provide  guid¬ 
ance  on  techniques  that  have  proven  to  be  effective 
in  controlling  risk  in  AMPs.  By  providing  such  guid¬ 
ance,  we  hope  to  support  banks  entering  the  afford¬ 
able  mortgage  market  and  to  promote  prudent  afford¬ 
able  mortgage  lending  practices. 

Background 

The  OCC’s  1996  Survey  of  Credit  Underwriting 
Practices,  published  September  11,  1996,  included  a 
review  of  national  banks’  AMPs.  The  survey  found  that 
80  percent,  or  66  of  the  82  banks  surveyed,  had 
AMPs  that  largely  comprised  mortgages  which  could 
not  be  sold  in  the  traditional  secondary  market. 
Affordable  mortgage  loans  were  described  as  those 
mortgages  on  1-  to  4-family  dwellings  having  95  to  97 
percent  loan-to-value  (LTV)  ratios,  40  to  43  percent 
maximum  debt-to-income  ratios,  and  a  3/2  down-pay¬ 
ment  option  The  3/2  option  means  that  3  percent  of 
the  down  payment  must  come  from  the  borrower’s 
funds  and  2  percent  may  be  borrowed  or  obtained  as 
a  grant  or  gift.  For  most  banks,  AMPs  represented  a 
small  portion  (less  than  10  percent)  of  their  residential 
real  estate  portfolios. 

The  1996  survey  found  that  delinquencies  in  AMPs 
were  higher  than  in  conventional  residential  mortgage 

T>  ,  advisory  letter  originally  released  on  July  23,  1997,  has 
been  reissued  [on  Audust  19,  1997]  in  response  to  comments  A 
bullet  point  on  page  5  was  modified  for  clarity  Please  discard  ear¬ 
lier  version 


portfolios.  Total  delinquencies  in  AMPs  averaged  4 
percent,  compared  to  3  percent  for  residential  real 
estate  portfolios  as  a  whole.  Losses  in  AMPs  were 
either  nonexistent  or  minimal  at  less  than  0.1  percent. 
However,  the  low  loss  ratio  may  be  attributable  to  the 
fact  that  many  AMPs  are  unseasoned. 

In  early  1997,  the  OCC  conducted  a  follow-up  review 
at  the  13  banks  with  the  largest  dollar  volume  of 
AMPs.  The  follow-up  review  noted  that,  although  loss¬ 
es  remained  minimal,  AMP  delinquencies  at  some  of 
the  banks  increased  more  than  100  basis  points  in 
the  last  six  months  of  1996.  By  contrast,  according  to 
the  Mortgage  Bankers  Association  of  America,  delin¬ 
quencies  for  all  residential  mortgages  increased  only 
slightly  (2  basis  points)  over  the  same  time  period. 
The  primary  reasons  noted  for  the  increased  level  of 
delinquencies  in  affordable  mortgage  loans  included, 
but  were  not  limited  to,  borrowers  managing  their 
finances  with  minimal  reserves  and  unstable  borrow¬ 
er  employment  caused  by  employer  downsizing.  The 
increase  in  delinquencies  was  most  noticeable  in  the 
banks  that  had  recently  entered  this  market. 

Findings 

The  1996  OCC  survey  and  1997  follow-up  review 
noted  a  correlation  between  the  level  of  delinquen¬ 
cies  and  the  number  of  years  a  bank  had  offered 
affordable  mortgage  loans.  Banks  with  more  than 
three  years’  experience  in  this  market  generally  had  a 
higher  loan  volume  but  more  effective  risk  manage¬ 
ment  and  lower  delinquency  levels  in  their  AMPs. 

The  banks  with  lower  delinquency  rates  had  three 
common  characteristics: 

•  Applicants  at  those  banks  were  generally 
required  to  complete  a  comprehensive  program 
of  pre-purchase  counseling  as  a  pre-requisite 
for  qualifying  for  affordable  mortgages;  appli¬ 
cants  at  a  few  banks  with  low  delinquencies  also 
completed  post-purchase  counseling  as  well  as 
home  ownership  counseling. 

•  Banks  with  low  delinquencies  had  rapid- 
response  delinquency  intervention  programs 
that  enabled  them  to  contact  customers  early 
and  establish  or  enforce  their  collection  pro¬ 
grams. 

•  At  banks  with  low  delinquency  levels,  there  was 
a  limited  layering  of  risk  factors,  such  as  high 
debt-to-income  ratios  and  minimal  borrower 
reserves  for  unexpected  expenses  and  repairs. 

At  banks  that  required  pre-purchase  counseling  for 
their  AMPs,  the  counseling  varied  from  a  two-hour 
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self-study  program  to  a  four-week  Fannie  Mae/HUD- 
approved  course.  Banks  that  had  more  structured 
and  comprehensive  counseling  generally  had  lower 
affordable  mortgage  delinquency  rates.  Conversely, 
banks  with  higher  AMP  delinquency  rates  often  did 
not  provide  any  form  of  required  pre-purchase  coun¬ 
seling  or  offered  far  less  comprehensive  counseling. 

Banks  with  longer  experience  in  affordable  mortgage 
lending  and  better  credit  performance  generally  had 
rapid  delinquency  intervention  processes  that  includ¬ 
ed  contacting  delinquent  borrowers  immediately  after 
the  grace  period  or  a  missed  payment  and  develop¬ 
ing  a  customized  plan  to  bring  the  borrower  current. 
Again,  less  experienced,  poorer  performing  banks 
usually  lacked  rapid-response  delinquency  interven¬ 
tion  programs.  Increases  in  affordable  mortgage 
delinquencies  were  most  evident  at  banks  that  lay¬ 
ered  risk  factors.  These  risk  factors  include  high  debt- 
service-coverage  ratios,  limited  borrower  reserves  to 
cover  emergencies,  unstable  borrower  employment 
and  income,  and  unstable  local  economies. 

To  help  reduce  the  level  of  delinquencies  in  their 
AMPs,  banks  are  encouraged  to  review  their  strate¬ 
gies  for  providing  pre-  and  post-purchase  counseling 
and  to  consider  developing  rapid-response  programs 
to  follow  up  with  delinquent  AMP  borrowers  even 
before  the  loans  become  30-days  past  due.  Banks 
are  also  encouraged  to  carefully  monitor  mortgages 
that  layer  multiple  risk  factors. 

AMPs  and  Private  Mortgage  Insurance 

While  many  banks  in  the  survey  sold  qualified  loans  in 
the  secondary  markets,  some  banks  planned  to  hold 
AMP  loans  on  their  books  through  maturity.  Many 
banks  that  hold  affordable  mortgages  on  their  books 
do  not  require  private  mortgage  insurance  (PMI), 
either  to  compete  with  other  lenders  that  do  not 
require  PMI  or  to  provide  borrowers  with  lower  month¬ 
ly  payments  (and  implicitly,  higher  debt  service 
capacities). 

In  some  cases,  banks  cannot  obtain  PMI  on  afford¬ 
able  mortgage  loans.  Bank  management  and  exam¬ 
iners  should  be  careful  to  ensure  that  such  portfolios 
are  consistent  with  the  bank’s  portfolio  credit  risk 
management  process.  High  LTV  loans  without  PMI 
further  expose  the  bank  to  credit  risk.  In  addition, 
these  loans  traditionally  are  not  saleable  in  the  public 
secondary  market  or  may  be  sold  only  with  unattrac¬ 
tive  discounts  or  recourse  requirements. 

When  a  bank  chooses  not  to  require  PMI,  manage¬ 
ment  may  want  to  consider  other  alternatives  such  as 
the  general  cost,  benefits,  and  coverage  of  a  master 


mortgage  payment  insurance  policy  on  AMP  loans. 
Several  banks  have  purchased  master  policies  on 
blocks  of  loans  that  they  chose  to  securitize  or  sell. 
Some  banks  are  considering  the  purchase  of  master 
insurance  policies  for  loans  in  their  portfolios  or  indi¬ 
vidual  PMI  policies  on  future  affordable  mortgage 
loans. 

Assessing  Portfolio  Delinquency 
Characteristics 

Vintage  analysis  is  used  commonly  in  the  mortgage 
banking  industry  and  by  many  commercial  banks  to 
enable  lenders  to  compare  delinquency,  foreclosure, 
and  loss  rates  on  similar  portfolio  products  over  com¬ 
parable  loan  origination  periods.  Vintage  analysis 
allows  lenders  to  identify  causes  of  credit  quality 
problems  early  so  they  can  take  timely  corrective 
measures.  Lenders  can  develop  reliable  predictive 
data  on  delinquency  and  loss  trends,  and  can  adjust 
their  policies  and  practices  accordingly  to  improve 
the  quality  of  existing  and  future  loans. 

Credit  Risks  Related  to  Adjustable-Rate 
Affordable  Mortgages 

Most  banks’  affordable  mortgage  portfolios  contain  a 
concentration  of  adjustable-rate  mortgages  (ARMs). 
ARMs  are  attractive  to  affordable  mortgage  cus¬ 
tomers  because  the  initial  interest  rate  is  typically 
lower  than  that  of  a  fixed-rate  mortgage.  But  ARMs 
present  additional  credit  risk  in  an  environment  of  ris¬ 
ing  interest  rates. 

An  increase  in  credit  (default)  risk  can  result  when 
customers  are  unable  to  meet  increasing  debt  service 
requirements  associated  with  an  upward  shift  in  inter¬ 
est  rates.  Lenders  and  examiners  should  consider  the 
impact  of  rising  interest  rates  on  credit  risk  for  both 
individual  loans  and  the  portfolio  as  a  whole.  At  a  min¬ 
imum,  the  impact  should  be  weighed  in  terms  of  both 
annual  and  lifetime  caps,  as  well  as  other  embedded 
options. 

Enhanced  Affordable  Mortgage  Portfolio 
Management 

Banks  with  significant  AMP  volume  may  want  to  con¬ 
sider  treating  their  affordable  mortgage  loans  as  a 
specific  portfolio  and  cost  center  or  develop  alterna¬ 
tives  for  enhanced  monitoring  of  their  AMP  perfor¬ 
mance.  Banks  also  may  want  to  evaluate  ways  to 
strengthen  their  existing  portfolios  that  will  not  nega¬ 
tively  impact  their  market  areas  or  give  the  appear¬ 
ance  of  disinvesting  in  their  communities. 
Accordingly,  banks  with  AMP  programs  may  want  to 
consider  some  of  the  following  strategies: 
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Providing  comprehensive  pre-  and  post-pur¬ 
chase  counseling  for  borrowers  (possibly 
through  not-for-profit  organizations  or  other  firms 
experienced  in  this  area). 

Reviewing  management  information  systems  for 
AMPs  to  ensure  that  management  has  adequate 
information  to  evaluate  loan  volume,  delinquen¬ 
cy  rates,  losses,  and  profitability  consistent  with 
management's  goals  and  other  key  underwriting 
factors. 

Evaluating  the  bank’s  existing  AMP  delinquency 
intervention  efforts.  Banks  that  have  structured, 
systematic  rapid-response  programs  are  often 
the  most  successful  in  curtailing  delinquencies. 

Considering  setting  up  an  automatic  payment 
plan  for  AMP  borrowers  through  payroll  deduc¬ 
tions  or  by  providing  the  borrowers  an  incentive 
to  pay  through  automatic  debits  to  a  deposit 
account. 

Employing  vintage  analysis  techniques  for 
AMPs. 

Considering  a  requirement  for  PMI,  limits  on  the 
volume  of  non-PMI  loans,  or  the  use  of  master 
mortgage  payment  insurance  on  future  afford¬ 
able  mortgage  loans. 

After  consultation  with  legal  counsel  concern¬ 
ing  applicable  consumer  protection  laws,  con¬ 
sidering  establishing  an  additional  reserve  or 
restricted  account  to  cover  a  missed  payment, 
repairs,  etc. 

Establishing  a  dedicated,  enhanced  servicing 
division  with  personnel  trained  in  collection 
techniques  or  enhancing  the  bank’s  contracted 
servicing  arrangements  to  work  more  closely 
with  the  entities  that  provide  counseling  to  the 
bank's  customers. 

Contracting  with  a  community-development- 
related  firm  that  has  experience  in  managing 


affordable  mortgage  portfolios  and  a  good  track 
record  of  delinquency  reduction  and  prevention. 

Conclusion 

The  OCC’s  review  of  the  largest  national  banks’  AMPs 
suggests  that  affordable  mortgage  programs  can 
result  in  loan  portfolios  with  quality  performance  con¬ 
sistent  with  conventional  residential  real  estate  lend¬ 
ing.  As  with  other  mortgage  lending,  banks  should 
use  sound  risk  management  practices  and  MIS  for 
monitoring  the  performance  of  their  AMPs.  Banks 
should  consider  comprehensive  counseling,  rapid- 
response  delinquency  intervention  programs, 
reduced  layering  of  multiple  risk  factors,  and  other 
effective  practices  to  manage  the  risks  in  their  AMPs. 

The  elements  of  AMP  management  discussed  in  this 
advisory  complement  the  OCC’s  guidance  on  effec¬ 
tive  credit  underwriting  standards  and  portfolio  credit 
risk  management  (see  OCC  Advisory  Letter  97-3, 
March  7,  1997).  Each  bank  must  design  its  affordable 
mortgage  loan  program  to  include  the  features  and 
the  associated  risk  factors  that  fit  the  bank’s  risk  pro¬ 
file.  As  banks'  AMP  programs  continue  to  grow  and 
their  portfolios  become  more  seasoned,  it  is  important 
for  banks  to  continue  to  focus  their  efforts  on  effective 
credit  underwriting  standards  and  credit  risk  man¬ 
agement  processes  to  maintain  high  quality  assets. 

Originating  Office 

Ouestions  concerning  this  advisory  letter  may  be 
directed  to  the  Community  Development  Division  at 
(202)  874-4930. 

Leann  G.  Britton  Julie  L.  Williams 

Senior  Deputy  Comptroller  Chief  Counsel 

for  Bank  Supervision 
Operations 

August  19,  1997 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  Banking  in 
Indian  Country — Expanding  the  Horizons,  a  Joint  Conference  of  the  (J.S. 
Department  of  Justice  and  the  Office  of  the  Comptroller  of  the  Currency,  on  pro¬ 
viding  banking  services  to  Native  Americans,  Washington,  D.C.,  July  24,  1997 


It  is  a  pleasure  to  be  here  with  so  many  honorable 
tribal  leaders  and  distinguished  members  of  the 
banking  industry. 

On  the  publicity  materials,  programs,  and  banners 
prepared  for  our  conference  today  is  a  simple  circu¬ 
lar  ornament  clearly  of  Indian  origin.  I  am  wearing  one 
in  miniature  on  my  lapel.  Every  Native  American  will 
recognize  this  icon  as  the  Medicine  Wheel — a  sacred 
representation  of  the  forces  of  life,  a  symbol  of  the  dif¬ 
ferent  ways  in  which  all  things  are  interconnected. 
The  circle  itself  stands  for  balance,  keeping  us  in  har¬ 
mony  with  nature.  Within  it  are  two  axes  that  intersect 
at  the  center.  The  four  points  they  create  around  the 
wheel — east  and  west,  north  and  south — are  occu¬ 
pied  symbolically  by  the  four  elements  of  the  physical 
universe:  fire  and  air,  earth  and  water.  Or  they  can  be 
considered  as  representative  of  the  four  aspects  of 
the  human  character:  mental  and  emotional,  physical 
and  spiritual.  At  the  center,  where  these  human  ele¬ 
ments  intersect,  is  volition — the  power  of  the  will — the 
force  that  enables  us  to  reach  decisions  and  perse¬ 
vere  to  carry  them  out. 

We  have  adopted  the  Medicine  Wheel  as  the  graphic 
theme  of  our  conference.  The  Medicine  Wheel  under¬ 
scores  our  determination — our  will — to  help  provide 
banking  services  to  what  has  historically  been  one  of 
the  most  underserved  populations  in  America. 

When  I  became  Comptroller  in  1993,  I  read  the  stud¬ 
ies  and  the  statistics  documenting  the  disconnect 
between  banks  and  the  Native  American  people.  But 
numbers  sit  on  the  page  flat  and  mute.  Telling  though 
they  were,  their  impact  could  not  compete  with  the 
impressions  I  took  home  from  my  first  visit  to  the 
Navajo  Nation  in  March  1994.  I  will  never  forget  those 
two  days.  We  held  a  historic  meeting,  bringing 
together  representatives  of  our  banks,  the  tribal  gov¬ 
ernment,  and  the  federal  government.  When  I  asked 
the  three  dozen  or  so  bankers  in  attendance  how 
many  of  them  had  made  a  mortgage  loan  on  the 
Navajo  reservation,  not  a  single  hand  went  up.  On 
that  vast  reservation — over  200,000  people  living  on  a 
26,000-square-mile  expanse — a  total  of  three  bank¬ 
ing  offices  and  two  automated  teller  machines  were 
then  open  for  business.  Some  Navajos  had  to  make  a 
140-mile  round  trip  to  visit  a  branch.  The  lack  of  lend¬ 
ing  and  scarcity  of  other  bank  services  were  just  one 


part  of  a  barren  economic  landscape,  which  featured 
a  median  family  income  below  the  poverty  level, 
widespread  substandard  housing,  and  an  unemploy¬ 
ment  rate  as  high  as  50  percent.  With  more  than  a  lit¬ 
tle  justice,  the  Navajo  people  felt  abandoned — by  the 
national  government,  by  the  banks,  and  by  the  bank 
regulators.  The  only  consolation,  then-Navajo 
President  Peterson  Zah  told  me  tongue-in-cheek,  was 
that  with  no  banks,  the  Navajo  had  no  bank  robbery 
problem  to  worry  about! 

We  have  come  some  distance  since  then.  Shortly 
after  returning  from  my  Navajo  visit,  the  OCC 
launched  an  aggressive  three-part  strategy  designed 
to  improve  the  provision  of  financial  services  to  Native 
Americans.  This  strategy  embraced  the  following: 

•  First,  vigorous  enforcement  of  the  fair  lending 
and  community  reinvestment  statutes  to  eradi¬ 
cate  discrimination  and  promote  opportunity  for 
Native  Americans; 

•  Second,  creation  of  partnerships  between 
banks,  tribal  governments,  and  community 
organizations  to  promote  information-sharing 
and  the  development  of  innovative  solutions  to 
the  financial  services  problems  of  Native 
Americans;  and 

•  Third,  educational  efforts  to  help  bankers  and 
Native  Americans  understand  and  address  the 
unique  set  of  legal  and  cultural  complexities  that 
make  lending  in  Indian  country  more  challeng¬ 
ing  than  lending  in  other  low-  and  moderate- 
income  communities. 

We  have  taken  a  series  of  steps  to  advance  this  strat¬ 
egy,  and  have  achieved  some  good  results.  Our 
revised  Community  Reinvestment  Act  regulations 
specifically  informed  banks  for  the  first  time  that  lend¬ 
ing,  investing,  and  providing  bank  services  to  resi¬ 
dents  of  Indian  country  would  receive  favorable  CRA 
consideration.  Thanks  in  part  to  our  renewed  empha¬ 
sis  on  performance  under  CRA,  banks  have  stepped 
up  to  the  plate  and  found  profitable  opportunities  to 
provide  financial  services  critical  to  the  economic 
development  of  Native  Americans.  The  Navajo  reser¬ 
vation  is  beginning  to  look  different  than  it  looked  in 
1994— where  there  were  three  bank  branches  then, 
today  there  are  1 2.  Where  there  were  two  AT  Ms,  today 
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there  are  14.  And,  it  is  worth  highlighting  that  some  of 
these  banking  facilities  are  among  the  most  active  and 
most  profitable  in  the  entire  network  of  the  banks  that 
own  them. 

Also  encouraging  is  the  continued  increase  in  the 
number  of  banks  owned  by  Native  Americans  them¬ 
selves.  The  OCC  has  been  working  in  partnership 
with  several  Indian  tribes  for  more  than  a  decade  to 
enable  Native  Americans  to  have  the  same  opportu¬ 
nity  as  other  Americans  to  own  a  financial  institution. 
Since  the  OCC  chartered  the  Blackfeet  National  Bank 
in  1987,  we  have  resolved  critical  questions  about  the 
relationship  between  our  oversight  authority  and 
Indian  sovereignty,  and  gained  important  insight  into 
the  novel  issues  involved  with  tribally  owned  banking 
and  commercial  enterprises.  Today,  four  national 
banks  are  owned  entirely  or  primarily  by  Native 
Americans,  and  we  are  in  active  discussions  with 
nearly  a  dozen  tribal  organizing  groups  interested  in 
following  suit.  The  OCC  stands  ready  to  advise  and 
support  tribes  and  tribal  business  leaders  in  their 
efforts  to  launch  financial  institutions. 

From  the  increase  of  Native  American  and  non-Native 
American-owned  financial  institutions  in  Indian  coun¬ 
try  has  come  an  increase  in  lending  activity,  particu¬ 
larly  in  the  area  of  home  ownership.  Alone  and  in  part¬ 
nership  with  the  public  sector,  financial  institutions  are 
discovering  that  the  legal  and  bureaucratic  barriers  to 
profitable  relationships  with  Native  American  borrow¬ 
ers  can  be  surmounted  with  the  proper  application  of 
determination,  education,  and  innovation.  And,  again, 
we  are  beginning  to  see  results.  Under  HUD’s  Section 
184  Loan  Guarantee  program,  banks  have  accepted 
more  than  2,000  mortgage  loan  applications  from 
Native  Americans  nationwide  since  1994.  Mortgage 
loans  to  Native  Americans  are  finding  a  new  welcome 
in  the  secondary  market:  the  value  of  Native 
American  mortgage  loans  purchased  by  Fannie  Mae 
in  1996  was  more  than  six  times  that  of  just  a  year  ear¬ 
lier.  The  ability  to  sell  these  loans  in  the  secondary 
market  enables  banks  to  originate  more  loans. 
Between  1993  and  1995,  home  purchase  loans  to 
Native  Americans  increased  16  percent 

This  most  recent  data  show  something  else  as  well — 
something  that  reminds  us  why  we  are  gathered  here 
today  For  even  as  mortgage  lending  to  Native 
Americans  has  grown,  so  has  the  denial  rate  for  mort¬ 
gage  applications. 

Our  economists  point  out  that  denial  rates  have  risen 
for  all  minority  groups,  and  hypothesize  that  this  trend 
may  reflect  an  increase  in  the  number  of  marginally 
qualified  applicants,  who  are  drawn  by  the  perception 
that  creditors  are  willing  to  consider  applications  from 


individuals  who  would  never  have  even  gotten  to  the 
application  stage  just  a  few  years  ago. 

This  may  be  part  of  the  explanation.  But  the  numbers 
also  tell  me  that  while  we  have  come  far,  we  have  a 
long  way  to  go.  Providing  financial  services  in  Indian 
country  continues  to  pose  serious  challenges — chal¬ 
lenges  which  cannot  be  overcome  without  serious, 
persistent  effort  on  all  sides. 

This  week,  the  OCC  is  releasing  two  publications  to 
assist  in  that  effort.  The  first  of  these  is  A  Guide  to 
Mortgage  Lending  in  Indian  Country,  which  we  are 
releasing  today.  It  offers  a  comprehensive  overview  of 
the  complicated  issue  of  Indian  mortgages— an  issue 
vexed  for  years  by  legal  and  cultural  complexities. 
Our  studies  show  that  these  obstacles  are  real.  For 
example,  federal  law  generally  prohibits  a  lender  from 
obtaining  a  mortgage  on  real  property  held  in  trust  by 
the  federal  government  for  an  Indian  tribe.  But  loans 
secured  by  leasehold  interests  in  tribal  trust  lands  are 
permissible.  In  other  words,  the  obstacles  to  mort¬ 
gage  lending  in  Indian  country  can  be  overcome — by 
understanding  the  steps  in  the  mortgage  lending 
process  unique  to  Indian  country,  the  various  cate¬ 
gories  of  Indian  land  and  the  restrictions  that  govern 
them,  and  the  concepts  and  mechanisms  of  tribal 
sovereignty.  Our  Guide  alerts  bankers  to  the  special 
federal  programs  that  make  mortgage  money  avail¬ 
able  to  Native  Americans — and  to  the  bankers’ 
responsibilities  under  the  fair  lending  and  community 
reinvestment  laws.  The  OCC’s  Guide,  in  short,  is  a 
primer  for  bankers  ready  to  respond  to  some  of  the 
exciting  investment  opportunities  in  the  long-under¬ 
valued  Native  American  mortgage  market. 

The  other  publication  released  earlier  this  week 
[ Providing  Financial  Services  to  Native  Americans  in 
Indian  Country]  provides  case  studies  of  those  who 
already  have  begun  to  tap  these  and  other  opportu¬ 
nities — examples  of  bankers  and  their  experiences  in 
Indian  country.  Many  of  these  case  studies  are  inspi¬ 
rational;  all  are  instructive.  We  learn,  for  example, 
about  the  partnership  between  one  bank  and  a  non¬ 
profit  community  development  corporation,  which 
refers  potential  mortgage  borrowers  to  the  bank  after 
they  have  completed  an  eight-hour  buyer  education 
course  conducted  by  the  nonprofit  agency  and  sup¬ 
ported  by  the  bank.  Another  bank  found  a  way  to 
serve  Native  Americans  in  remote  rural  areas  by  hir¬ 
ing  community  agents  who  help  customers  open 
checking  and  savings  accounts  and  complete  credit 
application  forms.  A  third  bank  provides  a  tribal  gov¬ 
ernment  with  trust  investment  services  to  improve  its 
cash  management.  Still  another  bank  developed  an 
emergency  loan  program,  guaranteed  by  tribal 
deposits,  that  sustained  tribal  members  dependent 


5*6  Quarterly  Journal,  Vol  16,  No.  4,  December  1997 


on  federal  payments  during  the  recent  federal  gov¬ 
ernment  shutdowns. 

What  can  we  learn  from  these  success  stories — and 
other  not-so-successful  stories — about  providing 
bank  products  and  services  in  Indian  country? 
Among  other  things,  we  can  learn  that  bankers  need 
to  be  flexible  in  dealing  with  Indian  tribes  with  widely 
varying  levels  of  financial  sophistication  and  capaci¬ 
ty.  These  examples  demonstrate  the  importance  of 
investing  in  long-term  relationships  with  tribal  leaders 
and  with  Indian  customers.  They  suggest  the  value  of 
including  tribal  members  and  leaders  in  the  bank,  as 
directors,  employees,  and  advisers.  And  they  stress 
the  need  for  education — on  both  sides.  Native 
Americans  and  bankers  both  must  learn  to  speak  the 
other’s  language  if  truly  fruitful  relationships  are  to 
develop.  On  the  Indian  side,  that  means  coming  to 
understand  the  responsibilities  of  credit  and  the 
obligation  it  imposes  on  the  debtor.  On  the  bankers’ 
side,  that  means  acquiring  a  familiarity  with  Indian 
culture,  Indian  law,  and  Indian  values.  Even  as  we 
meet  here  today,  banks  are  embarking  on  education 
programs  to  further  mutual  understanding.  This  is  lit¬ 


tle  different  from  the  learning  process  that  all  service 
providers,  including  bankers,  must  undergo  whenev¬ 
er  they  expand  into  a  new  market. 

Facilitating  this  learning  process  through  dialogue  is 
the  objective  of  our  conference  today.  The  topics  we 
will  discuss  are  as  diverse  as  the  group  of  experts 
who  are  here  to  discuss  them.  They  encompass  the 
whole  range  of  issues — legal  and  cultural,  financial 
and  regulatory — that  must  be  confronted  for  us  to 
succeed  in  reaching  our  common  goal.  By  bringing 
together  so  many  distinguished  representatives  of  the 
banking,  regulatory,  and  Native  American  communi¬ 
ties,  we  advance  the  exchange  of  ideas  and  the 
achievement  of  solutions. 

Let  me  conclude  by  invoking  the  power  of  the 
Medicine  Wheel.  As  the  Native  Americans  tell  us, 
“There  is  no  ending  to  the  journey  of  the  four  direc¬ 
tions.  The  human  capacity  to  develop  is  infinite.  The 
Medicine  Wheel  turns  forever.”  By  applying  the  spirit 
of  the  will — the  determination  to  succeed — we  ensure 
a  brighter  future  for  Native  Americans  and  for  all 
Americans. 


Quarterly  Journal,  Vol.  16,  No.  4,  December  19J7 


Testimony  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Committee  on  Banking  and  Financial  Services  of  the  CJ.S.  House  of 
Representatives,  on  the  strategic  plan  of  the  Office  of  the  Comptroller  of  the 
Currency  for  fiscal  years  1997-2002,  July  29,  1997 


Statement  required  by  12  USC  250:  The  views 
expressed  herein  are  those  of  the  Office  of  the 
Comptroller  of  the  Currency  and  do  not  necessarily 
represent  the  views  of  the  President. 

Mr.  Chairman  and  members  of  the  Committee,  I 
appreciate  this  opportunity  to  discuss  with  you  the 
strategic  plan  of  the  Office  of  the  Comptroller  of  the 
Currency’s  (OCC),  and  our  planning  process,  in 
accordance  with  the  Government  Performance  and 
Results  Act  (the  Results  Act).  I  am  a  strong  believer  in 
the  importance  of  strategic  planning,  and  I  look  for¬ 
ward  to  your  comments  on  the  plan,  which  provides 
direction  to  the  OCC  for  fiscal  years  1997-2002. 

The  OCC's  mission  since  it  was  established  in  1863 
has  remained  constant — to  charter,  regulate,  and 
supervise  national  banks  to  ensure  a  safe,  sound, 
and  competitive  National  Banking  System  that  sup¬ 
ports  the  citizens,  communities,  and  economy  of  the 
United  States.  At  the  end  of  1996,  there  were  2,726 
national  banks,  a  figure  that  represents  about  29  per¬ 
cent  of  the  total  number  of  commercial  banks  in  the 
United  States.  These  national  banks  had  assets  of 
approximately  $2.5  trillion  at  the  end  of  1996, 
accounting  for  about  55  percent  of  the  total  assets  of 
the  commercial  banking  system. 

Though  the  mission  of  the  agency  has  remained  con¬ 
stant  over  the  years,  changes  in  the  external  environ¬ 
ment  have  required  us  to  adapt  the  strategy  we  use 
to  fulfill  that  mission.  Through  the  years,  the  banking 
industry  has  faced  numerous,  increasingly  rapid, 
changes,  each  resulting  in  new  challenges  to  the 
long-term  health  of  the  industry.  Currently,  accelerat¬ 
ing  advances  in  technology  are  changing  fundamen¬ 
tally  the  nature  of  how  information  is  created, 
processed,  and  delivered — the  heart  of  what  banks 
do  As  a  result,  banks  face  competition  from  new  par¬ 
ticipants  that  are  able  to  target  selectively  segments 
of  markets  traditionally  served  by  banks.  Competition 
is  not  merely  regional  or  national,  but  global.  And,  an 
increasingly  sophisticated,  aging  population  is 
demanding  a  different  mix  of  financial  products  and 
services  Banks  will  be  unable  to  remain  safe  and 
sound  or  serve  effectively  the  needs  of  consumers 
and  businesses,  unless  lawmakers  and  regulators 
take  a  flexible  and  adaptable  view  of  both  the  busi¬ 
ness  and  the  regulation  of  banking. 


Against  this  background,  early  in  my  term,  our 
agency  developed  four  strategic  goals,  which  we  call 
the  four  pillars,  to  provide  a  broad  vision  of  the  role  of 
the  OCC  given  our  analysis  of  the  dynamics  of  the 
banking  industry: 

•  Ensure  bank  safety  and  soundness  to  support  a 
strong  national  economy; 

•  Foster  competition  by  allowing  banks  to  offer 
new  products  and  services  to  their  customers 
as  long  as  banks  provide  the  necessary  con¬ 
sumer  protections  and  have  the  expertise  to 
manage  the  risks  effectively; 

•  Improve  the  efficiency  of  bank  supervision  and 
reduce  burden  by  streamlining  supervisory  pro¬ 
cedures  and  regulations;  and 

•  Assure  fair  access  to  financial  services  for  all 
Americans  by  enforcing  the  Community 
Reinvestment  Act  (CRA)  and  fair  lending  laws, 
and  by  encouraging  national  bank  involvement 
in  community  development  activities. 

In  the  next  section,  I  will  discuss  briefly  how  we  have 
pursued  the  four  pillars  over  the  last  several  years. 
This  discussion  provides  an  appropriate  context  for 
understanding  our  vision  and  strategy  as  we  move 
forward.  I  will  then  respond  in  turn  to  the  seven  items 
outlined  in  your  letter  of  invitation: 

•  A  review  of  the  OCC’s  draft  strategic  plan; 

•  A  discussion  of  the  process  by  which  the  OCC 
is  preparing  its  strategic  plan,  including  our 
efforts  to  solicit  and  consider  the  views  of  key 
stakeholders  as  required  under  Section  306(d) 
of  the  Results  Act; 

•  An  assessment  of  the  most  important  factors  for 
the  OCC  to  consider  in  developing  a  perfor¬ 
mance-based  strategic  plan; 

•  A  review  of  the  methods  by  which  the  OCC  is 
prepared  to  measure  the  results  of  its  outcome- 
related  goals  and  objectives; 

•  Estimates  of  the  cost  savings  that  the  agency 
expects  to  achieve  from  the  implementation  of 
the  proposed  strategic  plan; 

•  An  overview  of  any  potential  difficulties  the  OCC 
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may  encounter  in  meeting  its  responsibilities 
under  the  Results  Act;  and 

•  The  realignment  of  budgetary  and  other 
resources  that  will  be  required  as  a  result  of  the 
agency’s  strategic  plan. 

The  OCC’s  Pursuit  of  Its  Strategic  Goals 

The  OCC  established  the  four  pillars  following  a  peri¬ 
od  of  great  stress  for  the  banking  industry.  There  had 
been  numerous  bank  failures  and  complaints  from 
small  businesses  and  consumers  about  a  credit 
crunch.  There  were  significant  concerns  in  the  bank¬ 
ing  industry  and  Congress  about  excessive  regulato¬ 
ry  burden.  Community  organizations  were  concerned 
about  fair  lending  compliance,  and  both  community 
organizations  and  banks  agreed  that  the  CRA  regula¬ 
tions  were  not  as  effective  as  they  should  be. 

To  address  these  issues,  and  to  advance  our  strate¬ 
gic  goals,  the  OCC  undertook  substantial  changes  in 
the  substance  and  process  of  bank  supervision.  First 
and  foremost,  we  recognized  that  ensuring  safety  and 
soundness  requires  our  agency  to  identify  potential 
problems  in  banking.  To  that  end,  we  initiated  a  num¬ 
ber  of  new  programs  and  policies  to  increase  the 
effectiveness  of  our  hands-on,  in-the-bank  supervi¬ 
sion.  The  most  important  of  those  new  programs  and 
policies  is  supervision  by  risk.  Under  this  program, 
we  have  instituted  a  risk  assessment  system  for  both 
community  and  large  banks.  Supervision  by  risk 
focuses  attention  on  the  level  of  risk  within  banking 
organizations  and,  equally  importantly,  on  the  risk 
management  systems  and  internal  controls  of  the 
organization. 

To  further  the  goal  of  safety  and  soundness,  we  cre¬ 
ated  a  new  position,  the  Deputy  Comptroller  for  Risk 
Evaluation,  to  serve  as  our  national  risk  expert  and  as 
my  principal  advisor  on  risks  facing  the  National 
Banking  System.  That  deputy  comptroller  helps  the 
OCC  identify  risks,  assists  in  developing  timely  super¬ 
visory  responses,  and  monitors  those  responses  to 
ensure  that  they  are  effective. 

We  have  also  upgraded  our  technical  capabilities  in 
the  area  of  financial  modeling.  We  created  the  Risk 
Analysis  Division,  which  is  devoted  to  the  delivery  of 
expertise  in  quantitative  modeling  of  financial  risks. 
Economists  from  that  division  assist  our  examiners  in 
evaluating  banks’  use  of  quantitative  models  to  mea¬ 
sure,  monitor,  and  control  market,  interest  rate,  and 
credit  risk. 

We  have  also  been  working  hard  to  address  the  issue 
of  credit  quality.  In  1995,  we  formed  the  National 
Credit  Committee  to  address  our  concerns  about  ero¬ 


sion  in  credit  underwriting  standards.  This  committee 
continues  to  help  the  OCC  identify  and  respond  to 
changes  in  credit  risk  that  could  affect  the  safety  and 
soundness  of  the  National  Banking  System.  Earlier  this 
year,  to  address  further  the  issue  of  credit  quality,  the 
OCC  issued  an  advisory  letter  on  credit  underwriting 
standards  and  an  OCC  bulletin  on  credit  scoring. 

The  OCC  has  cooperated  with  the  other  bank  regula¬ 
tory  agencies  to  develop  common  policies  wherever 
possible.  For  example,  in  the  fall  of  1996,  we  issued 
our  final  market  risk  rule.  Last  December,  the  regulato¬ 
ry  agencies  revised  the  bank  rating  system,  putting 
additional  emphasis  on  the  quality  of  risk  management 
practices  and  adding  a  new  component  on  sensitivity 
to  market  risk.  This  new  component  rating  reflects  a 
combined  assessment  of  a  bank’s  level  of  market  risk 
and  the  ability  of  a  bank  to  manage  that  risk. 

Our  agency  has  also  played  a  leading  role  in  devel¬ 
oping  cooperation  among  banking  regulators  world¬ 
wide,  and  I  envision  these  efforts  expanding  in  the 
future.  We  recently  created  the  Office  of  the  Senior 
Deputy  Comptroller  for  International  Affairs.  This 
office  will  represent  the  OCC  in  various  international 
forums  as  well  as  improve  analytical  support  for  inter¬ 
national  regulatory  issues.  The  OCC’s  primary  focal 
point  for  international  cooperation  will  continue  to  be 
the  Basle  Committee  on  Banking  Supervision,  whose 
goal  is  to  improve  supervisory  cooperation  and  the 
quality  of  supervision  by  exchanging  information  and 
expertise  and  developing  improved  supervisory 
approaches  and  guidance.  Over  the  last  several 
years,  the  Basle  Committee  has  adopted  a  number  of 
standards  that  directly  or  indirectly  affect  supervision 
in  the  United  States.  For  example,  in  1988,  the  Basle 
Committee  adopted  international  risk-based  capital 
standards,  which  were  later  adopted  in  the  United 
States.  These  standards  have  recently  been  extend¬ 
ed  to  cover  market  risk  and  permit  the  use  of  state-of- 
the-art  modeling  techniques  to  determine  capital 
requirements.  In  addition,  through  the  Joint  Forum,  an 
international  body  composed  of  banking,  securities, 
and  insurance  regulators,  the  Committee  is  currently 
developing  principles  for  the  supervision  of  financial 
conglomerates.  The  Basle  Committee  also  adopted 
“sound  practices”  guidelines  for  the  supervision  of 
derivatives  that  were  based  on  guidance  issued  ear¬ 
lier  by  the  OCC.  Currently,  the  OCC  chairs  the  Basle 
Committee’s  Information  Subgroup,  which  focuses  on 
the  information  needed  by  supervisors  to  supervise 
effectively  and  by  market  participants  to  improve 
market  transparency  and  to  promote  market  disci¬ 
pline.  In  addition,  the  OCC  has  organized  and 
chaired  the  Basle  Committee’s  meetings  on  electron¬ 
ic  money  and  banking. 
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To  foster  competition,  the  OCC  has  worked  to  remove 
barriers  to  the  ability  of  the  banking  industry  to  meet 
the  evolving  financial  services  demands  of  con¬ 
sumers  and  businesses.  Our  purpose  is  to  ensure 
that  consumers  of  financial  services  obtain  the  bene¬ 
fits  of  greater  access  and  lower  prices  that  derive 
from  competition.  In  addition,  allowing  banks  to  pru¬ 
dently  adapt  to  new  market  demands  furthers  the 
long-term  safety  and  soundness  of  the  industry.  Thus, 
the  OCC  endeavors  to  allow  a  bank  to  offer  new  prod¬ 
ucts  and  services  to  its  customers  as  long  as  these 
activities  are  part  of  or  incidental  to  the  business  of 
banking,  or  otherwise  permitted  by  law,  and  the  bank 
is  able  to  manage  the  risks  effectively  and  complies 
with  appropriate  consumer  protections. 

When  the  OCC  has  allowed  banks  to  expand  the 
products  and  services  they  provide  in  response  to 
new  market  demands,  we  have,  as  appropriate, 
required  disclosures  that  these  products  are  not  fed¬ 
erally  insured.  For  example,  the  OCC  has  authorized 
banks  to  sell  annuities,  to  provide  Internet  access  to 
their  customers  in  certain  circumstances,  and  to  sell 
computer  services  to  other  financial  institutions. 
Allowing  banks  to  conduct  these  activities  enables 
banks  to  meet  the  diverse  and  changing  needs  of 
their  customers  and  promotes  the  long-term  health  of 
the  banking  industry. 

One  of  our  efforts  in  this  area  has  been  the  revision  of 
our  Part  5  regulations,  which  governs  corporate  appli¬ 
cations  by  national  banks.  One  provision  in  the 
revised  Part  5  rule  establishes  a  process  under  which 
a  national  bank  may  apply  to  the  OCC  for  approval  to 
establish  an  operating  subsidiary  to  conduct  activi¬ 
ties  that  are  part  of  or  incidental  to  the  business  of 
banking  but  may  differ  from  those  the  bank  can  con¬ 
duct  directly.  It  is  important  to  stress  that  the  revised 
Part  5  rule  does  not  authorize  any  new  activity.  Rather, 
it  provides  a  framework  within  which  the  OCC  will 
consider  applications  case-by-case,  with  public  com¬ 
ment  if  the  application  involves  an  activity  different 
from  those  the  bank  can  conduct  directly,  and  it  pro¬ 
vides  explicit  safeguards  to  maintain  the  highest  safe- 
ty-and-soundness  standards  and  to  protect  the  inter¬ 
ests  of  America's  consumers  and  communities. 

The  OCC  has  also  taken  a  number  of  steps  to 
improve  our  own  efficiency  and  reduce  regulatory 
burden  The  cost  of  unnecessary  regulatory  burden 
ultimately  falls  most  heavily  on  the  consumers  of  bank 
services  through  higher  costs  of  borrowing  and  high¬ 
er  fees  One  highlight  of  our  efforts  to  reduce  burden 
was  our  Regulatory  Review  Program,  which  involved 
reviewing  all  of  the  OCC's  rules  and  eliminating  provi- 
sior  s  that  did  not  contribute  significantly  to  the  goals 
of  bank  supervision  To  ensure  that  our  regulations 


are  less  burdensome  going  forward,  the  OCC  has 
issued  a  set  of  standards  for  developing  regulations 
that  apply  to  all  the  new  rules  that  the  agency  issues. 1 

I  am  particularly  proud  of  our  efforts  to  advance  our 
fourth  strategic  goal,  ensuring  fair  access  to  banking 
services  for  all  Americans.  Under  this  goal,  we  have 
revised  our  CRA  regulations  to  emphasize  perfor¬ 
mance  over  process,  encouraged  national  bank 
involvement  in  community  development  activities  and 
eliminated  regulatory  impediments  to  bank  involve¬ 
ment  in  these  activities,  stepped  up  our  enforcement 
of  CRA  and  fair  lending  laws,  and  issued  various 
types  of  guidance  to  protect  the  interests  of  con¬ 
sumers.  We  have  vigorously  enforced  the  fair  lending 
laws,  referring  23  cases  to  the  Department  of  Justice 
since  1993,  as  compared  to  only  one  referral  prior  to 
my  term  in  office. 

To  solidify  the  OCC’s  commitment  to  fair  access,  we 
made  organizational  changes.  We  created  the 
Community  and  Consumer  Law  Division  in  1994  to 
provide  a  focal  point  for  legal  advice  and  interpreta¬ 
tions  with  regard  to  consumer  and  community  devel¬ 
opment  laws  and  regulations  and  associated  policy 
issues.  We  also  created  the  Community  Relations 
Division  in  1995,  which  is  responsible  for  the  OCC’s 
relations  with  consumer  and  community  organizations, 
particularly  national  public  interest  organizations.  In 
1996,  we  named  community  reinvestment  and  devel¬ 
opment  specialists  in  each  of  our  districts  to  help  fos¬ 
ter  national  bank  involvement  in  community  develop¬ 
ment.  And  this  year,  we  created  the  OCC’s  National 
Access  Committee,  whose  purpose  is  to  establish  an 
institutional  structure  at  the  OCC  to  assist  national 
bank  exploration  of  new  business  relationships  with 
small  businesses  and  low-income  individuals. 

Our  efforts  to  promote  fair  access  to  credit  have  con¬ 
tributed  to  real  improvements  in  the  lives  of  our  citi¬ 
zens.  Home  purchase  loans  to  all  minorities 
increased  45  percent  from  1993  to  1996,  approxi¬ 
mately  2.5  times  the  increase  in  overall  mortgage 
lending  of  18  percent  during  that  period.2  In  1996 
alone,  the  OCC  approved  187  national  bank  commu¬ 
nity  development  corporations  and  projects,  with 
investments  for  the  year  totaling  $1.4  billion.  Home 
purchase  loans  to  low-to-moderate-income  census 
tracts  increased  33  percent  from  1993  to  1996,  while 
there  was  a  23  percent  increase  across  all  census 
tracts. 


^“OCC  Standards  for  Developing  Regulations."  OCC  Bulletin 
97-8,  January  17,  1997.) 

^Source  Federal  Financial  Institutions  Examination  Council 
(FFIEC),  Home  Mortgage  Disclosure  Act,  1990  1996 
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While  the  vision  and  goals  we  established  several 
years  ago  have  remained  fundamentally  unchanged, 
we  realize  that  there  is  a  great  deal  more  to  be  done, 
and  that  new  challenges  lie  ahead.  In  the  remainder 
of  my  statement,  I  will  discuss  how  our  strategic  plan 
provides  direction  as  we  move  forward. 

I.  A  review  of  the  OCC’s  draft  strategic  plan 

The  centerpiece  of  our  strategic  plan  is  the  four 
strategic  goals  that  I  described  above,  which  we 
adopted  early  in  my  term.  In  order  to  provide  opera¬ 
tional  content  to  the  four  strategic  goals,  the  OCC 
establishes  yearly  strategic  objectives.  These  objec¬ 
tives  help  focus  our  efforts  on  particular  programs 
and  policies  and  provide  a  basis  for  allocating 
resources  appropriately. 

The  OCC’s  Objectives — Our  Commitment  to 
Meeting  the  Four  Strategic  Goals 

In  1995,  the  OCC’s  Executive  Committee  established 
certain  priority  objectives  for  1996  that  supported  the 
accomplishment  of  the  four  strategic  goals.  We  mod¬ 
ified  these  priority  areas  during  the  planning  process 
for  1997,  and,  as  part  of  the  budget  process,  we  allo¬ 
cated  the  resources  necessary  to  support  them.  The 
Executive  Committee  then  reviewed  the  total  budget 
submission.  The  seven  objectives  in  the  plan  for  1997 
are  as  follows: 

1.  Implement  supervision  by  risk 

2.  Improve  access  to  financial  services 

3.  Monitor  and  analyze  electronic  money  and 
banking  issues 

4.  Implement  effectiveness  measures  for  OCC 
programs,  processes,  and  projects 

5.  Develop  technology  to  support  the  workforce 

6.  Enhance  workforce  skills,  abilities,  and 
resources 

7.  Improve  internal  communications 

A  more  detailed  description  of  each  objective  follows. 
We  anticipate  that  some  of  the  objectives  will  continue 
through  the  next  year  and  perhaps  longer.  Initially,  we 
will  perform  an  annual  review  to  refine  the  objectives 
and  make  changes.  The  OCC  then  plans  to  transition 
to  a  two-year  planning  cycle  with  a  longer-range  focus. 

1.  Implement  supervision  by  risk 

The  supervision  by  risk  objective  supports  the  strate¬ 
gic  goals:  “ensure  bank  safety  and  soundness"  and 
“improve  the  efficiency  of  bank  supervision  and 
reduce  burden.”  As  I  have  briefly  described,  supervi¬ 
sion  by  risk  focuses  the  OCC’s  resources  on  identify¬ 


ing  potential  problems  in  banking.  Our  objective  is  to 
enhance  safety  and  soundness  supervision  by  both 
focusing  on  the  highest  risk  areas  and  getting  the 
most  from  our  historic  strength:  hands-on,  in-the-bank 
examination  and  supervision.  For  example,  we  now 
have  a  dedicated  examiner  staff  assigned  to  each  of 
the  30  largest  national  banks.  Most  of  these  examin¬ 
ers  are  on-site  full-time,  giving  their  undivided  atten¬ 
tion  to  the  affairs  of  the  bank  to  which  they  are 
assigned.  This  program  allows  the  assigned  examin¬ 
er  to  be  more  vigilant  and  to  develop  a  more  thorough 
knowledge  of  the  bank,  its  activities,  and  risks  than  is 
possible  under  traditional  periodic  examinations. 
Moreover,  under  this  program,  our  examiners  are  bet¬ 
ter  able  to  identify  increases  in  risk  or  deterioration  in 
risk  management  so  that  we  can  act  quickly  to  ensure 
that  weaknesses  are  corrected.  In  both  large  and 
small  banks,  we  still  complete  on-site  examinations 
that  include  reviews  of  loan  files  and  testing  of  trans¬ 
actions  as  important  parts  of  our  evaluation  of  risk, 
even  in  areas  of  low  risk. 

Under  supervision  by  risk,  the  first  step  in  our  super¬ 
vision  of  an  individual  bank  or  in  evaluating  a  new 
product  or  activity  is  to  identify  the  primary  associat¬ 
ed  risks.  The  risks  may  include  credit,  liquidity,  inter¬ 
est  rate,  price,  foreign  exchange,  transaction,  compli¬ 
ance,  strategic,  and  reputation  risks.  Having  identi¬ 
fied  the  risks  for  individual  banks,  we  measure  and 
evaluate  the  quantity  of  risk  and  the  quality  of  risk 
management  to  form  a  conclusion  about  the  bank.  In 
developing  supervisory  policies,  we  assess  the 
potential  for  risk,  and  the  types  of  risk  management 
systems  banks  need  to  identify,  measure,  monitor, 
and  control  those  risks.  Because  market  conditions 
and  company  structures  vary,  there  is  no  single  risk 
management  system  that  works  best  for  all  banks. 
However,  we  expect  each  bank  to  have  a  system  that 
is  commensurate  with  the  risks  it  assumes  and  that 
addresses  each  of  the  four  aspects  of  effective  risk 
management. 

Our  supervision  by  risk  program  allows  us  to  apply  a 
common  and  consistent  supervisory  approach 
across  an  increasingly  diverse  group  of  banks  that 
engage  in  an  increasingly  diverse  set  of  activities. 
Because  the  design  of  this  approach  focuses  not  on 
specific  products  or  activities,  but  rather  on  underly¬ 
ing  risk  characteristics  and  elements,  it  allows  us  to 
tailor  our  supervision  to  new  and  changing  products, 
and  to  direct  OCC  resources  to  the  banks  or  activities 
exhibiting  the  greatest  risk.  Since  the  OCC  adopted 
the  supervision  by  risk  approach,  other  U  S.  regula¬ 
tors  have  embraced  it,  and  the  Bank  of  England  and 
other  international  regulators  are  developing  similar 
systems. 
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2.  Improve  access  to  financial  services 

This  objective  supports  the  strategic  goal:  “assure  fair 
access  to  financial  services  for  all  Americans.”  Under 
it.  the  OCC  will  focus  greater  attention  on  enforcing 
CRA  and  fair  lending  laws.  The  OCC  will  also  encour¬ 
age  national  bank  involvement  in  community  develop¬ 
ment  activities  and  in  providing  financial  services  prof¬ 
itably  to  those  currently  outside  the  banking  system. 

One  project  under  this  objective  aims  to  develop  an 
understanding  of  the  impediments  that  limit  access  to 
banking  services  for  certain  pockets  of  the  economy, 
especially  small  businesses,  low-income  individuals, 
and  victims  of  illegal  discrimination.  Hence,  the  OCC 
is  conducting  research  to  identify  and  address  the 
reasons  why  many  low-income  individuals  and 
households  do  not  have  banking  relationships  and  to 
collect  and  disseminate  information  on  innovative  and 
profitable  efforts  by  banks  to  reach  these  sectors  of 
the  population.  In  another  project,  the  OCC  is  working 
to  deepen  and  improve  the  timeliness  of  its  analysis 
of  Home  Mortgage  Disclosure  Act,  CRA,  and  small 
business  lending  data.  The  analysis  will  permit  better 
targeting  of  our  examinations,  enabling  us  to  use  our 
resources  more  efficiently. 

3.  Monitor  and  analyze  electronic  money  and 
banking  issues 

This  objective  supports  the  strategic  goals:  "ensure 
safety  and  soundness,”  “promote  competition,”  and 
“assure  fair  access  to  financial  services  for  all 
Americans.”  I  serve  as  the  coordinator  for  the  devel¬ 
opment  of  the  Treasury  Department's  policies  in  the 
area  of  electronic  money  and  banking.  Building  upon 
the  outreach  efforts  with  industry  and  governments 
and  the  Department-sponsored  Electronic  Money 
Conference  last  fall,  the  OCC's  Executive  Committee 
adopted  the  electronic  money  initiative  as  one  of  the 
seven  objectives  for  1997.  The  purpose  of  this  objec¬ 
tive  is  to  develop  a  timely  and  appropriate  response 
to  the  introduction  of  electronic  money  and  banking 
products  and  technologies.  Our  primary  goals  are  to 
ensure  the  financial  integrity  of  electronic  money 
issuers,  protect  consumers,  and  deter  financial 
crimes. 

Under  this  objective,  the  OCC  has  implemented 
guidance  on  the  supervision  of  stored-value  systems 
involving  national  banks.  That  guidance  also  pro¬ 
vides  basic  information  about  emerging  stored-value 
card  systems,  and  their  associated  risks,  for  bankers 
//ho  need  to  make  informed  decisions  about  how  to 
become  involved  in  such  systems.  In  addition,  the 
OCC  is  developing  guidance  for  examiners  and 
bankers  on  responding  to  the  most  significant  risks 


posed  by  the  incorporation  of  new  technologies  in 
banking. 

The  OCC  has  contributed  to  the  development  of  pol¬ 
icy  responses  to  the  consumer  issues  raised  by  elec¬ 
tronic  money  and  banking  products  by  taking  a  lead¬ 
ership  role  in  the  Consumer  Electronic  Payments 
Task  Force,  established  last  fall  by  Secretary  Rubin. 
The  task  force  has  held  public  hearings  on  industry 
and  consumer  group  perspectives  on  the  challenges 
and  benefits  of  wider  provision  and  use  of  electronic 
payments.  The  findings  from  those  hearings  will  be 
summarized  in  a  report  that  will  help  to  shape  public 
policy  on  new  electronic  payment  media  and  con¬ 
sumers. 

We  have  also  worked  to  establish  a  foundation  for 
international  cooperative  efforts  to  address  the 
cross-border  issues  posed  by  electronic  money  and 
banking  systems.  The  OCC  represented  the  Treasury 
Department  on  the  U.S.  delegation  for  a  G-10 
Working  Party  on  electronic  money.  In  May  1997,  the 
G-10  released  a  report  outlining  a  set  of  key  consid¬ 
erations  to  help  guide  national  approaches  for  over¬ 
seeing  emerging  electronic  money  technologies.  As 
I  noted  earlier,  the  OCC  also  regularly  participates  in 
deliberations  of  the  Basle  Supervisors  Committee, 
and  I  chair  a  Basle  group  formed  to  consider  risks 
that  electronic  money  and  banking  pose  for  banks 
and  responses  supervisors  might  consider. 

As  well,  the  OCC  has  responded  to  national  banks  fil¬ 
ing  applications  or  seeking  legal  opinions  in  connec¬ 
tion  with  electronic  money  and  banking  products.  In 
December  1996,  the  OCC  issued  an  approval  letter 
permitting  national  banks  to  establish  operating  sub¬ 
sidiaries  to  acquire  membership  interests  in  limited 
liability  companies  (LLCs)  that  will  operate  the 
Mondex  stored-value  card  system  in  the  United 
States.  The  OCC  imposed  conditions  on  the  LLCs  to 
ensure  they  would  be  subject  to  OCC  oversight.  The 
OCC  also  issued  a  decision  in  December  1996,  per¬ 
mitting  a  group  of  national  banks  to  invest  in  a  limit¬ 
ed  liability  company,  Integrion  Financial  Network,  to 
provide  electronic  systems  that  support  home  bank¬ 
ing  and  other  electronic  financial  services. 

Regarding  financial  crimes,  the  OCC  has  established 
a  task  force  to  help  produce  uniform  anti-money 
laundering  regulations  for  U.S.  banks.  As  part  of  its 
work,  the  task  force  is  evaluating  new  opportunities 
for  financial  crimes  presented  by  electronic  money 
and  electronic  banking.  In  addition,  the  agency  has 
issued  alerts  and  shared  information  with  other 
supervisory  authorities  on  suspicious  activities  by 
entities  offering  banking  services  over  the  Internet 
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4.  Implement  effectiveness  measures  for  OCC 
programs,  processes,  and  projects 

This  OCC  objective  relates  to  one  of  the  fundamental 
objectives  of  the  Results  Act:  to  be  able  to  measure 
the  performance  of  the  agency  in  carrying  out  its  mis¬ 
sion.  It  supports  the  strategic  goal  to  “improve  the 
efficiency  of  bank  supervision  and  reduce  burden." 

The  OCC  has  included  performance  measures  in  our 
Chief  Financial  Officer’s  Annual  Report  since  1991,  the 
first  year  measures  were  required  by  the  Chief  Financial 
Officer’s  Act  of  1990.  The  initiative  to  measure  perfor¬ 
mance  in  connection  with  the  OCC’s  overall  mission 
began  about  three  years  ago,  when  the  OCC  recog¬ 
nized  the  value  of  adopting  specific  goals,  and  of  mea¬ 
suring  the  agency’s  success  in  accomplishing  them. 

We  have  a  number  of  areas  under  consideration  for 
performance  measurement  in  future  years.  Work  is 
under  way  to  develop  performance  measures  for  the 
OCC’s  four  strategic  goals,  which  I  will  discuss  in 
greater  detail  in  my  response  to  item  IV,  below.  The 
development  of  meaningful  performance  measures  is 
a  difficult  task  facing  the  OCC  and  other  federal 
agencies.  Accordingly,  the  OCC  will  continue  efforts 
to  ensure  that  the  measurements  ultimately  estab¬ 
lished  provide  useful  assessments  of  how  well  the 
agency  meets  its  objectives.  As  part  of  those  efforts, 
we  have  worked  to  ensure  that  OCC  employees  have 
an  understanding  of  and  support  the  performance 
measurement  process. 

5.  Develop  technology  to  support  the  workforce 

The  OCC  recognizes  the  importance  of  using  tech¬ 
nology  to  improve  the  efficiency  and  quality  of  bank 
supervision.  Appropriate  use  of  technology  can  pro¬ 
duce  several  important  benefits.  Technology  can 
enable  us  to  use  more  sophisticated  methods  of 
analysis  when  appropriate  and  to  focus  our  resources 
on  areas  exposed  to  the  greatest  risk  once  they  enter 
the  bank.  The  result  can  be  less  burden  on  banks  and 
improvement  in  the  quality  of  our  exams.  Hence,  this 
objective  supports  the  strategic  goals:  “improve  the 
efficiency  of  bank  supervision  and  reduce  burden” 
and  “ensure  bank  safety  and  soundness.” 

Of  course,  it  is  necessary  to  plan  and  to  implement 
appropriate  technological  improvements  to  achieve 
desired  outcomes.  Our  plan  calls  for  continued  devel¬ 
opment  of  the  Examiner  View  automated  examination 
system  and  calls  for  perfecting  automated  examina¬ 
tion  support  systems  such  as  the  Integrated  Bank 
Information  System  (IBIS)  and  the  Industry  Sector 
Information  Service  (ISIS).  IBIS  provides  an  extensive 
time  series  of  financial,  structural,  and  supervisory 
information  accessible  through  a  point-and-click  sys¬ 


tem.  ISIS  delivers  information  on  industries  and  indi¬ 
vidual  companies  for  the  primary  purpose  of  support¬ 
ing  credit-quality  analysis.  These  systems  are 
designed  to  improve  our  examiner’s  abilities  to  ana¬ 
lyze  data,  so  that  they  can  focus  immediately  on  the 
areas  exposed  to  the  greatest  risk  once  they  enter  the 
banks.  Full  implementation  of  these  new  systems  will 
help  make  the  examination  process  more  efficient 
and  more  effective,  and  will  thereby  improve  safety 
and  soundness  and  lower  regulatory  burden. 

6.  Enhance  workforce  skills,  abilities,  and 
resources 

This  objective  supports  the  strategic  goals:  “improve 
the  efficiency  of  bank  supervision  and  reduce  burden” 
and  “ensure  bank  safety  and  soundness.”  The  OCC  is 
engaged  in  managing  the  evolution  of  its  staff  towards 
a  smaller,  more  highly  skilled,  more  effective  workforce 
that  is  better  organized  to  supervise  the  banking 
industry  of  the  future.  As  part  of  this  process,  the  OCC 
is  aligning  employee  skills,  knowledge,  and  expertise 
more  closely  with  organizational  needs,  based  on 
OCC  priorities  and  the  requirements  of  the  supervision 
by  risk  objective.  To  this  end,  the  OCC  began  imple¬ 
mentation  in  1996  of  a  process  that  identifies  future 
knowledge  needs  and  compares  those  needs  to 
knowledge  levels  of  employees.  Any  imbalances 
between  the  two  can  then  be  addressed  by  specific 
training  or  targeted  hiring  of  outside  expertise.  Other 
programs  are  being  piloted  in  1997  with  agency-wide 
expansion  planned  for  1998.  These  programs  include 
developing  and  implementing  training  programs  to 
cover  new  activities  in  order  to  ensure  effective  super¬ 
vision,  and  will  address,  among  other  things,  develop¬ 
ment  of  employee  skills.  In  addition,  we  are  evaluating 
and  modifying  the  examiner  training  curriculum  as 
necessary  to  ensure  that  examiners  have  the  tools 
they  need  to  examine  banks  effectively. 

7.  Improve  internal  communications 

This  objective  supports  the  strategic  goal:  "improve 
the  efficiency  of  bank  supervision  and  reduce  bur¬ 
den.”  The  successful  accomplishment  of  the  OCC’s 
strategic  goals  and  the  objectives  supporting  them  is 
closely  tied  to  good  internal  communications. 

Our  Organizational  Review  Team,  an  interdisciplinary 
group  that  was  formed  to  recommend  changes  in 
organizational  structure  and  systems,  first  identified  in 
1994  the  need  to  clarify  for  employees  the  mission 
and  vision  and  overall  direction  of  the  agency.  Since 
that  time,  we  have  worked  to  improve  our  internal 
communications.  Executive  Committee  members 
have  conducted  “focus"  groups  to  solicit  ideas  from 
staff  across  the  country  about  what  will  be  important 
for  the  agency  to  concentrate  on  in  the  next  five 
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years.  We  have  also  created  a  number  of  electronic 
conference  and  bulletin  boards  to  solicit  concerns 
and  answer  questions  of  our  employees. 

Looking  forward,  our  objective  for  1997  is  to  institu¬ 
tionalize  further  a  coordinated  and  integrated  com¬ 
munications  process  within  the  OCC.  For  example, 
we  will  improve  the  links  among  agency  activities  and 
the  OCC's  mission  and  operating  plans;  institutional¬ 
ize  accountability  for  consistent  and  cross-functional 
communication  on  the  part  of  all  employees;  and 
require  that  new  policies  and  initiatives  include  com¬ 
munications  plans. 

II.  Review  of  the  process  by  which  the  OCC 
is  preparing  its  strategic  plan,  including  in 
particular  our  efforts  to  solicit  and  consider 
the  views  of  key  stakeholders  as  required 
under  Section  306(d)  of  the  Results  Act 

The  OCC  recognizes  the  need  to  integrate  strategic 
goals  and  operating  plans  with  the  planning  and  bud¬ 
get  process  to  make  sure  that  we  have  sufficient 
resources  in  place  to  satisfy  requirements  and  that  we 
allocate  resources  efficiently.  Consequently,  the  OCC 
has  committed  significant  resources  to  enhance  the 
agency’s  strategic  and  operational  planning  process. 
As  part  of  its  major  organizational  review  process,  the 
OCC  made  enhanced  strategic  planning  and  perfor¬ 
mance  measurement  key  objectives.  These  efforts 
identified  a  number  of  steps  the  OCC  should  take  in 
support  of  the  strategic  planning  process,  which 
include: 

•  Establishing  both  formal  and  informal  methods 
for  setting  a  proper  historical  perspective  for 
planning,  as  well  as  for  obtaining  environmental 
information  and  customer  ideas; 

•  Providing  written  guidance  to  coordinate  the 
development  of  strategy  with  unit  budgeting 
and  staff  planning; 

•  Setting  up  automated  management  information 
systems  to  monitor  the  achievement  of  short¬ 
term  operational  goals;  and 

•  Conducting  quarterly  reviews  of  project  status, 
budget  results,  and  performance  against  strate¬ 
gic  goals  and  objectives. 

Consulting  with  Stakeholders 

I  do  not  believe  that  the  OCC  can  be  successful  in 
carrying  out  its  mission  and  planning  for  the  future 
without  ictively  reaching  out  to  and  hearing  directly 
from  our  numerous  stakeholders.  The  OCC  has  a 
diverse  group  of  stakeholders.  In  addition  to  national 


banks,  these  stakeholders  include  financial  services 
consumers,  who  seek  fair  and  equal  access  to  credit 
and  other  financial  services;  other  bank  regulatory 
agencies;  Congress  and,  in  particular,  the  oversight 
committees  responsible  for  banking  and  financial 
issues;  the  Treasury  Department  and  the 
Administration;  and  OCC  employees.  All  of  these 
stakeholders  have  a  vested  interest  in  the  agency’s 
strategic  goals. 

The  OCC  has  made  considerable  efforts  to  consult 
with  the  banking  industry,  trade  groups,  consumers, 
and  public  interest  organizations.  Our  outreach  pro¬ 
grams  include  one-on-one  meetings,  informal  focus 
groups,  seminars,  and  open  meetings.  Shortly  after 
being  appointed  Comptroller,  I  initiated  annual  meet¬ 
ings  between  myself  and  the  25  largest  national 
banks.  In  addition,  we  have  revived  nationwide  “Meet 
the  Comptroller"  sessions  throughout  the  country.  We 
have  held  17  such  meetings,  which  are  widely  attend¬ 
ed  by  community  bankers,  over  the  last  four  years.  I 
have  also  encouraged  OCC  senior  management  to 
increase  their  meetings  with  bankers  and  bank  cus¬ 
tomer  groups.  The  Comptroller  and  OCC  Executive 
Committee  members  meet  with  state  chapters  of 
national  bank  trade  associations  and  bankers  from  all 
50  states  throughout  the  year  to  discuss  trends  and 
issues  facing  the  industry.  The  deputy  comptrollers 
that  head  our  six  district  offices  also  conduct  ongoing 
outreach  programs  to  bankers  and  consumer  and 
community  organizations  within  their  districts. 

To  improve  communications  further,  and  to  give 
banks  an  opportunity  to  present  concerns  about  their 
examination  findings  and  other  supervisory  matters, 
the  OCC  created  the  Office  of  the  Ombudsman  in 
1993.  The  ombudsman  and  his  staff  are  responsible 
for  ensuring  that  the  OCC  appeals  process  provides 
a  fair  and  speedy  review  of  disagreements  on  agency 
findings  or  decisions.  The  ombudsman  has  the  dis¬ 
cretion  to  supersede  any  agency  decision  or  action 
during  the  resolution  of  an  appealable  matter.  Since 
1993,  the  office  has  resolved  1 10  formal  appeals  from 
national  banks,  and  facilitated  resolutions  in  359 
additional  cases.  The  ombudsman  also  recently 
assumed  responsibility  for  the  OCC’s  consumer  com¬ 
plaint  operations.  Since  June  of  1995,  after  the  com¬ 
pletion  of  each  examination,  we  have  sent  a  ques¬ 
tionnaire  to  the  bank  to  measure  the  effectiveness  of 
the  examination  just  conducted.  Our  ombudsman 
produces  a  semiannual  summary  of  major  issues 
raised  in  the  questionnaire  process. 

I  also  meet  regularly  with  community  leaders  all 
across  the  United  States  to  learn  about  their  concerns 
regarding  OCC  supervision  of  national  banks.  For 
example,  I  have  met  once  a  month  with  national  com- 
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munity  and  consumer  leaders,  and  have  met  with 
over  400  community  development  leaders  as  part  of 
my  visits  to  other  cities  in  which  we  hold  “Meet  the 
Comptroller”  sessions.  In  addition,  we  have  worked  to 
give  the  public  greater  access  to  information  about 
the  OCC  through  a  special  Public  Disclosure  room, 
through  the  OCC’s  consumer  hot-line,  and  through 
our  Internet  Web  site. 

Our  strategic  planning  process  has  included  discus¬ 
sion  with  our  fellow  banking  regulators.  This  spring, 
the  OCC,  the  Federal  Deposit  Insurance  Company 
(FDIC),  the  Office  of  Thrift  Supervision  (OTS),  and  the 
National  Credit  Union  Administration  (NCUA)  estab¬ 
lished  an  interagency  working  group  (The  Results  Act 
Banking  Regulatory  Working  Group)  to  share  prod¬ 
ucts  and  processes  relating  to  the  Results  Act.  The 
members  of  the  working  group  shared  the  strategic 
plans  of  the  various  agencies,  including  goals,  objec¬ 
tives,  and  measures. 

The  OCC  has  worked  hard  to  consult  with  and  com¬ 
municate  with  members  of  Congress  and  their  staff.  I, 
along  with  our  congressional  liaison  and  other  OCC 
staff,  have  had  numerous  meetings  with  members 
and  staff  of  our  congressional  oversight  committees 
during  which  we  have  discussed  our  strategic  goals 
and  some  of  the  objectives  that  support  the  realiza¬ 
tion  of  those  goals. 

Also,  as  part  of  the  Treasury  Department’s  responsi¬ 
bility  under  the  Results  Act,  the  OCC  produced  an 
early  draft  strategic  plan  for  the  Treasury  Department 
last  fall.  This  draft  was  then  passed  through  to  OMB 
for  comment.  The  substance  of  that  feedback  is 
reflected  in  the  current  draft  presented  to  this 
Committee. 

Finally,  improving  communications  and  consultation 
with  our  employees  has  been  a  high  priority  for  me. 
As  I  have  noted,  we  have  taken  numerous  steps  to 
improve  internal  communications. 

III.  Assessment  of  the  Most  Important 
Factors  for  the  OCC  to  Consider  in 
Developing  a  Performance-based  Strategic 
Plan 

To  build  our  strategic  plan,  the  OCC  evaluates  a  wide 
set  of  external  and  internal  factors.  Relevant  internal 
factors  include  the  performance  measures  that  best 
gauge  how  well  the  agency  satisfies  the  strategic 
plan  objectives  and  the  role  of  the  strategic  plan  in 
the  agency’s  ongoing  efforts  to  improve  its  internal 
planning  process.  There  are  also  numerous  external 


factors,  which  I  mentioned  earlier  in  my  statement, 
including  the  rapidly  changing  structural,  technologi¬ 
cal,  and  competitive  conditions  in  the  banking  indus¬ 
try  and  the  impact  of  the  strategic  plan  on  national 
banks,  the  banking  public,  OCC  employees,  and 
other  agency  stakeholders. 

Changes  in  the  banking  industry 

In  developing  its  strategic  plan,  the  OCC  has  taken 
into  account  the  sometimes  unpredictable  nature  of 
environmental  factors,  which  can  include  structural 
changes  in  the  banking  industry,  fluctuations  in  the 
economy,  new  technological  developments,  or  other 
events,  that  could  require  the  OCC  to  reevaluate  its 
operational  goals  and  implementation  strategies. 

One  such  factor  is  industry  consolidation. 
Consolidation  is  reducing  the  number  of  national 
banks  and  increasing  the  size  of  the  typical  national 
bank.  Over  the  past  three  years,  over  500  small 
national  banks  merged  or  consolidated  with  other 
banking  institutions,  and  the  number  of  large  com¬ 
mercial  banks,  /. e. ,  those  with  assets  in  excess  of  $10 
billion,  has  increased  by  more  than  25  percent.  These 
trends  are  likely  to  continue,  spurred  by  the  lifting  of 
restrictions  on  interstate  branching,  which  took  effect 
on  June  1 ,  1997.  As  I  mentioned  at  the  start  of  my  tes¬ 
timony,  in  1996  there  were  approximately  2,700 
national  banks.  The  OCC  projects  that  the  number  of 
national  banks  will  decline  by  about  300  in  1997,  and 
that  by  the  year  2000  there  will  be  between  2,000  and 
2,100  national  banks. 

The  OCC  estimates  that  continued  industry  consoli¬ 
dation  will  reduce  its  assessment  revenue  in  1997 
and  will  constrain  assessment  revenue  in  the  future. 
This  downward  pressure  on  revenue  growth,  coupled 
with  the  reduced  number  of  national  banks,  has  led 
the  agency  to  reexamine  its  staffing  levels  and  the 
distribution  of  workloads  by  geographic  location.  In 
March  1997,  the  OCC  announced  a  new,  more  effi¬ 
cient  organizational  structure. 

The  OCC  depends  almost  exclusively  on  assess¬ 
ments  to  fund  its  operations  and,  because  of  this, 
national  banks  face  higher  costs  for  supervision  than 
state  banks.  State  bank  regulators  share  their  bank 
supervision  responsibilities  with  the  FDIC  or  the 
Federal  Reserve.  Because  neither  the  FDIC  nor  the 
Federal  Reserve  charges  exam  fees,  state-chartered 
banks  pay  substantially  lower  assessments  than  do 
national  banks.  The  OCC  is  currently  studying  alter¬ 
nate  assessment  structures  that  would  assure  ade¬ 
quate  revenues  for  the  agency  as  the  industry  con¬ 
solidates. 
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Technological  Change 

As  I  have  stated  above,  analyzing  developments  in 
electronic  money  and  banking  is  one  of  the  seven 
objectives  in  the  strategic  plan.  Technology  is  a  fac¬ 
tor  that  creates  new  opportunities  and  new  chal¬ 
lenges  for  the  agency,  and  could  require  us  to  rethink 
our  supervisory  and  operational  goals  and  the  way 
we  implement  them. 

With  regard  to  supervision,  technological  advances 
make  it  possible  to  deliver  financial  services  in  new 
ways — electronically  and  remotely —  and  make 
entirely  new  products  possible,  e.g.,  electronic  cash. 
Not  only  might  these  developments  improve  the  effi¬ 
ciency  of  finance  and  financial  intermediation,  they 
could  also  fundamentally  alter  the  nature  and  pro¬ 
duction  of  financial  services. 

However,  these  advances  also  pose  new  challenges 
for  financial  markets  and  institutions,  as  well  as  for 
financial  market  and  payment  system  supervisors. 
Electronic  delivery  places  greater  pressure  on  banks 
to  maintain  computer  security,  just  as  non-bank 
issuance  of  payment  media  potentially  places  a  por¬ 
tion  of  retail  transactions  outside  the  reach  of  existing 
financial  integrity  safeguards.  The  challenge  to  super¬ 
visors  is  to  identify  and  evaluate  the  risks  that  tech¬ 
nology  poses  and  to  develop  appropriate  superviso¬ 
ry  responses  to  those  risks,  either  through  existing 
regulations  and  guidance,  or  by  developing  new 
ones.  We  have  already  begun  this  process. 

Changing  Competitive  Environment 

As  I  described  at  the  beginning  of  my  testimony, 
banks  face  an  increasingly  competitive  marketplace, 


and  regulating  banks  in  this  changing  environment 
may  also  affect  the  implementation  of  the  OCC’s 
strategic  objectives.  Global  markets  provide  new 
challenges  for  banks,  and  consumer  needs  and 
demands  are  changing  as  the  population  becomes 
older,  more  ethnically  diverse,  and  more  sophisticat¬ 
ed  about  financial  products  and  services. 
Technological  innovation  allows  banks  to  respond 
more  quickly  than  ever  to  these  new  opportunities. 
However,  banks  are  facing  increasing  competition 
from  nonbank  providers. 

The  OCC  believes  that  the  long-term  safety  and 
soundness  of  the  banking  system  demands  that  banks 
be  able  to  engage  in  a  wide  range  of  financial  activi¬ 
ties  that  are  both  profitable  and  pose  relatively  low  risk. 
Congress  is  currently  considering  legislation  to  mod¬ 
ernize  the  legal  and  regulatory  structure  governing 
financial  services.  This  legislation  offers  the  potential  to 
remove  constraints  that  prevent  banks  from  offering 
the  full  range  of  financial  products  and  services 
through  which  they  can  safely  and  soundly  meet  the 
needs  of  America’s  consumers  and  its  economy. 

IV.  A  review  of  the  methods  by  which  the 
OCC  is  prepared  to  measure  the  results  of 
its  outcome  related  goals  and  objectives 

One  of  the  fundamental  purposes  of  the  Results  Act 
is  to  be  able  to  measure  the  performance  of  the 
agency  in  carrying  out  its  mission.  To  measure  our 
performance  in  carrying  out  our  mission,  the  OCC 
has  included  performance  measures  in  its  Chief 
Financial  Officer’s  Act  Report  since  1991,  the  first 
year  they  were  required.  The  measures  included  in 
the  Annual  CFO  Act  Report  are  listed  in  Table  1 
below. 


Table  1 — Measures  Included  in  the  Annual  CFO  Act  Report 
Measure  Indicator 


Timeliness  of  Examinations  Number  of  examinations  started  on  schedule 

Number  of  examinations  started  after  date  scheduled 


National  Bank  Condition 
Enforcement  Actions 
Licensing 

Consumer  Complaints 


Change  in  composite  ratings  (upgrades  vs.  downgrades) 

Comparative  analysis  of  completed  enforcement  actions  against  banks 

Comparative  corporate  licensing  activity 
Timeliness  of  processing  applications 

Comparative  analysis  of  consumer  complaints  using  “average  resolution 
time" 


Prompt  Payment  Prompt  payment  comparisons: 

Number  of  invoices  paid  late  as  a  percentage  of  invoices  paid 
Interest  penalties  paid  as  a  percentage  of  total  dollars  paid 
Invoices  paid  on  time  as  a  percentage  of  total  invoices 
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As  I  have  stated,  one  of  our  1997  objectives  is  to 
develop  better  effectiveness  (/.e.,  performance)  mea¬ 
sures  for  the  OCC.  Our  intent  is  to  produce  new  mea¬ 
sures  that  are  more  outcome-oriented  than  our  exist¬ 
ing  measures. 

Earlier,  I  mentioned  our  Organizational  Review  Team’s 
(ORT)  efforts  to  examine  the  OCC’s  organizational 
structure  and  systems.  One  of  the  ORT’s  sub-teams 
recommended  that  quality  assurance  be  implement¬ 
ed  in  a  consistent  manner  throughout  the  OCC. 
Measurable  objectives  are  an  essential  part  of  quali¬ 
ty  assurance.  Therefore,  the  Quality  Assurance 
Advisory  Team  (QAAT)  that  was  formed  to  implement 
quality  assurance  is  also  facilitating  the  development 
of  measures  for  the  four  pillars  and  the  seven  objec¬ 
tives  I  described  earlier. 

Working  with  the  QAAT,  a  team  of  senior  OCC  man¬ 
agers  drafted  a  set  of  measures  for  the  four  pillars. 
These  measures  use  a  “balanced  scorecard”^ — a 
multidimensional  set  of  measures  encompassing  four 
perspectives:  customer,  internal-business  process, 
financial,  and  learning  and  growth.  These  measures 
carefully  reflect  the  OCC’s  mission  and  goals. 
Ultimately,  we  believe  that  these  measures  will  not 
only  provide  our  senior  managers  and  our  stakehold¬ 
ers  with  a  wide  range  of  important  information  about 
our  effectiveness  in  accomplishing  our  mission,  but 
also  help  OCC  employees  understand  why  the  imple¬ 
mentation  of  effectiveness  measures  is  important  to 
the  OCC’s  mission  and  to  them  individually. 

Developing  meaningful,  quantitative  measures  is  not 
an  easy  task.  We  have  had  to  think  about  what  it  is  we 
are  really  trying  to  measure — our  desired  outcome — 
and  determine  whether  we  have  existing  data  or  can 
get  data  to  fit  the  measure.  Our  draft  measures  are 
currently  undergoing  additional  refinements,  and  we 
anticipate  that  once  implemented  they  will  be  revised 
on  an  ongoing  basis  as  we  gain  experience  in  track¬ 
ing  our  performance.  For  example,  with  respect  to  our 
“assure  fair  access”  pillar,  one  of  our  objectives  is  to 
encourage  national  bank  involvement  in  community 
development  activities.  We  propose  measuring 
accomplishment  of  that  objective  by  noting  the  per¬ 
centage  change  in  the  number  and  dollar  amount  of 
community  development  loans.  We  also  propose  to 
measure  the  trend  in  the  number  and  percentage  of 
national  banks  making  investments  and  the  dollar 
amount  of  community  development  investments. 


3See  Robert  S.  Kaplan  and  David  P.  Norton,  The  Balanced 
Scorecard,  Boston:  Harvard  Business  School  Press,  1996. 


V.  Estimates  of  the  Projected  Cost  Savings 
that  the  Agency  Expects  to  Achieve  from 
Implementation  of  the  Proposed  Strategic 
Plan 

Total  expenditures  have  been  declining  at  the  OCC 
during  the  past  several  years,  and  the  agency  has 
passed  these  cost  savings  along  to  national  banks  in 
terms  of  lower  fees  and  assessments.  The  OCC 
expects  that  total  agency  expenditures  for  1997  will 
decline  by  nearly  $20  million,  or  about  5  percent 
below  1996  levels.  These  recent  reductions  in  expen¬ 
ditures  result,  in  part,  from  the  OCC’s  strategic  plan¬ 
ning  processes  in  earlier  years. 

VI.  An  Overview  of  Any  Potential  Difficulties 
the  OCC  is  Encountering  in  Meeting  its 
Responsibilities  under  the  Results  Act 

I  foresee  no  significant  difficulty  in  meeting  our 
responsibilities  under  the  Results  Act.  Of  course,  cir¬ 
cumstances  beyond  the  OCC’s  control  might  require 
the  agency  to  augment  or  modify  its  strategic  plan,  its 
goals  and  objectives,  and  the  methods  it  uses  to  meet 
those  goals  and  objectives.  Such  circumstances 
could  be  triggered  by  unforeseeable  changes  in  the 
structure  of  the  banking  industry,  shifts  in  the  macro¬ 
economy,  systemic  events  that  threaten  the  banking 
or  payments  systems,  or  legislative  initiatives  that 
alter  the  competitive  landscape  in  the  financial  ser¬ 
vices  industry. 

VII.  Realignment  of  Budgetary  and  Other 
Resources  Required  as  a  Result  of  the 
Agency’s  Strategic  Plan 

Although  the  OCC  projects  lower  overall  expenditures 
in  1997,  our  strategic  plan  calls  for  spending  increas¬ 
es  of  10  percent  or  more  in  several  different  areas: 
examiner  training,  computer  hardware,  economic 
analysis,  communications,  and  international  affairs. 
These  areas  of  increased  expenditure  reflect  the 
goals  and  objectives  of  our  strategic  plan. 

Increases  in  examiner  training  expenditures  support 
the  enhancing  workforce  skills  and  abilities  objective. 
Our  expenditures  for  computer  hardware  support  the 
develop  technology  to  support  the  workforce  objec¬ 
tive.  For  example,  we  are  expanding  the  agency  s 
local  area  network/wide  area  network  (LANA/VAN), 
and  we  are  purchasing  higher  capacity  computer 
equipment  to  support  our  “Examiner  View"  project. 

We  are  also  increasing  our  staff  of  economists  to  sup¬ 
port  the  bank  supervision  process,  through  direct,  in- 
bank  examination  support  and  data-base  develop- 
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ment  Those  increases  are  an  important  step  in 
advancing  the  objective  of  enhancing  workforce 
skills  Expenditures  in  our  Department  of  Economics 
and  Policy  Analysis  will  also  rise  because  of  the  addi¬ 
tion  of  two  new  groups  to  this  department  to  support 
the  OCC’s  electronic  money  and  banking  objective. 

Our  plan  also  calls  for  a  significant  increase  in  expen¬ 
ditures  on  our  ombudsman  program.  Increases  in  this 
program  reflect  planned  increases  in  personnel, 
increased  travel  to  administer  the  national  bank 
appeals  process,  and  outreach. 

We  have  added  resources  in  the  communications 
area  because  we  believe  effective  communications 
with  our  various  stakeholders  is  an  important  element 
in  advancing  the  goal  of  improving  the  efficiency  of 
bank  supervision.  For  example,  as  I  mentioned  earli¬ 
er,  we  created  a  public  disclosure  office  to  better 
respond  to  informational  requests  from  banks  and  the 
banking  public.  We  have  increased  expenditures  for 
agency  publications,  including  revisions  to  the  OCC’s 
corporate  manuals  and  various  handbooks  providing 
guidance  to  examiners  and  national  banks.  Finally, 
we  have  added  resources  to  support  development  of 
the  OCC’s  Internet  Web  site. 

The  increased  expenditure  on  international  affairs  is 
due  to  the  addition  of  an  Office  of  the  Senior  Deputy 
Comptroller  for  International  Affairs.  This  new  office 
will  lead  and  represent  the  OCC  in  various  interna¬ 
tional  forums  including  the  Basle  Committee  on  Bank 
Supervision,  and  its  new  staff  will  increase  our  capac¬ 


ity  to  provide  international  economic  and  financial 
system  monitoring  and  other  supervision-related  ana¬ 
lytical  support. 

Conclusion 

The  OCC  considers  strategic  planning  to  be  impor¬ 
tant  to  our  ability  to  advance  successfully  the  mission 
of  our  agency.  A  strategic  plan  enables  us  to  set 
goals  and  objectives  that  serve  as  a  guide  for  deter¬ 
mining  priorities  and  allocating  resources.  In  addition, 
strategic  planning  enables  the  agency  to  consult 
effectively  and  to  communicate  with  our  stakeholders 
concerning  the  mission  of  our  agency.  The  strategic 
planning  process  also  focuses  our  attention  on  the 
crucial  and  complicated  issue  of  measuring  perfor¬ 
mance. 

Strategic  planning  is  not  new  to  the  OCC,  but  I  feel 
that  we  learn  important  lessons  each  time  we  engage 
in  this  process.  This  year’s  planning  process  has 
been  particularly  valuable,  in  large  part  because  of 
the  enactment  of  the  Results  Act.  The  obligations 
under  the  Act  have  generated  increased  awareness 
of  the  benefits  of  planning  and  the  importance  of  the 
planning  process.  For  our  agency,  this  has  meant 
greater  internal  and  external  discussion  focusing  on 
the  strategic  goals  and  objectives  of  the  OCC. 

I  am  pleased  to  have  this  opportunity  to  address  the 
Committee  on  this  subject,  and  I  look  forward  to 
answering  your  questions  and  hearing  your  com¬ 
ments. 
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Testimony  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  Financial  Services  and  Technology,  (J.S.  Senate  Committee 
on  Banking,  Housing,  and  Urban  Affairs,  on  the  OCC’s  supervisory  response  to 
the  year-2000  computer-code  problem  in  the  banking  industry,  Washington, 
D.C.,  July  30,  1997 


Statement  required  by  12  USC  250:  The  views 
expressed  herein  are  those  of  the  Office  of  the 
Comptroller  of  the  Currency  and  do  not  necessarily 
represent  the  views  of  the  President. 

Introduction 

Mr.  Chairman,  and  members  of  the  Subcommittee, 
thank  you  for  conducting  these  important  hearings 
and  focusing  public  attention  on  the  impact  the  year 
2000  may  have  on  American  industry  and  the  U.S. 
government.  These  hearings  raise  awareness  of  the 
issue,  and  help  move  businesses  and  the  govern¬ 
ment  toward  solutions.  Time  is  short — there  are  only 
about  100  weekends  remaining  to  complete  any  nec¬ 
essary  computer  recoding  and  testing — and  avail¬ 
able  technical  experts  in  old  computer  languages  are 
increasingly  hard  to  find. 

I  also  want  to  thank  Chairman  Bennett  and  Chairman 
D’Amato  for  your  February  letters  to  the  banking 
agencies,  which  helped  to  focus  our  attention  on  the 
need  to  communicate  more  broadly  about  what  we 
are  doing  to  address  the  year-2000  problem  in  the 
banking  industry.  I  welcome  this  opportunity  to  dis¬ 
cuss  the  progress  that  national  banks  and  the  OCC 
are  making  in  this  area. 

The  OCC  takes  the  year-2000  issue  seriously,  and  we 
have  an  aggressive  strategy  to  see  that  national 
banks  are  prepared,  which  includes  an  on-site  exam¬ 
ination  of  every  bank  under  our  supervision.  My  state¬ 
ment  will  describe  the  OCC’s  year-2000  program, 
which  includes  five  major  initiatives.  First,  the  OCC 
and  the  other  banking  supervisors  have  worked  hard 
to  raise  awareness  within  the  industry  of  the  full  impli¬ 
cations  and  the  urgency  of  the  year-2000  problem.  In 
May,  we  issued  joint  guidance  for  depository  institu¬ 
tions  and  examiners  through  the  Federal  Financial 
Institutions  Examination  Council  (FFIEC).  We  plan  to 
issue  more  detailed  FFIEC  guidance  later  this  year, 
and  it  will  stress  the  importance  of  testing  and  verifi¬ 
cation  for  establishing  confidence  in  systems  renova¬ 
tions. 

Second,  the  OCC  has  reviewed  every  national  bank 
and  its  vendors  to  assess  plans  for  handling  the  year- 
2000  problem.  This  assessment  revealed  that,  gener¬ 
ally,  the  larger  national  banks  and  vendors  have  pro¬ 
grams  in  place,  but  many  smaller  community  banks 


are  farther  behind  in  their  year-2000  efforts.  Third,  we 
are  examining  every  national  bank  and  its  vendors 
on-site  by  mid-1998,  with  follow-up  exams  where  nec¬ 
essary.  Fourth,  we  are  surveying  the  banks  to  find  out 
whether  they  are  considering  the  potential  credit  risk 
posed  by  large  corporate  borrowers  who  run  into 
year-2000  problems;  and  also,  whether  they  have 
encountered  competing  demands  for  their  program¬ 
ming  resources  resulting  from  the  scheduled  1999 
startup  of  the  Euro,  the  new  European  Monetary 
Union  (EMU)  currency.  Fifth,  we  are  in  the  midst  of  a 
comprehensive  effort  to  prepare  our  own  systems  for 
the  year  2000.  The  OCC  is  on  schedule  to  complete, 
by  September  30,  1998,  all  programming  and  testing 
changes  necessary  to  ensure  our  systems  are  year- 
2000  compliant. 

The  OCC  is  committed  to  furthering  a  banking  system 
that  operates  smoothly  and  efficiently  as  a  financial 
intermediary.  We  recognize,  however,  that  given  the 
complex  web  of  technologies  used  within  banks,  as 
well  as  the  many  other  institutions  with  which  banks 
exchange  data  electronically,  malfunctions  may  still 
occur.  Thus,  our  supervisory  strategy  is  to  prepare  for 
the  unexpected  by  having  back-up  strategies  in 
place  at  the  banks,  and  joint  contingency  plans  ready 
to  implement  among  the  supervisory  agencies.  These 
efforts  are  of  great  importance  to  the  public  welfare. 
By  making  this  issue  a  high  priority  for  banks  and  for 
ourselves,  we  hope  to  minimize  disruptions  to  bank 
operations  and  bank  customers. 

In  the  remainder  of  my  statement,  I  will  provide  some 
background  on  banking’s  year-2000  problem.  Then,  I 
will  discuss  the  five  components  of  our  program  in 
greater  detail. 

The  Year-2000  Problem 

As  we  approach  the  21st  century,  technology  is  an 
integral  part  of  almost  everything  we  do.  The  year- 
2000  problem  has  enormous  reach,  affecting  almost 
every  business,  large  and  small.  Communications 
systems,  transportation  services,  and  computers— 
mainframes,  networks,  and  personal  computers 
alike — are  all  at  risk. 

Modern  conveniences  and  facilities,  such  as  eleva¬ 
tors,  escalators,  vaults,  and  alarm  systems  also  may 
be  affected.  Computer  programs  tor  accounting, 
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security,  and  bill  payment  need  to  be  tested.  All  of 
these  systems  and  processors  will  require  some 
attention,  to  ensure  that  they  will  continue  to  operate 
at  the  turn  of  the  millennium.  And  the  more  complex 
the  reliance  on  technology,  the  greater  the  size  of  the 
task  ahead  of  any  given  institution,  private  or  public. 

The  core  problem  is  technical  in  nature.  Many  com¬ 
puter  systems  will  not  recognize  or  process  informa¬ 
tion  with  dates  beyond  December  31,  1999.  The 
problem  arises  because,  in  an  effort  to  be  efficient 
with  data  storage  (at  a  time  when  computer  memory 
was  at  a  premium),  computer  programmers  often 
stored  the  year  as  two  digits  (97)  instead  of  four 
(1997).  When  the  next  century  arrives,  computers 
may  interpret  the  date  “00”  as  “1900”  and  calculate 
inaccurate  results  when  performing  comparisons  of 
dates,  arithmetic  operations,  or  sorting  by  date. 
Unless  corrected,  on  January  1,  2000,  computer  sys¬ 
tems  worldwide  may  begin  to  fail  or  produce  erro¬ 
neous  information. 

There  are  two  aspects  to  solving  the  year-2000  prob¬ 
lem.  First,  users  of  technology  must  solve  this  prob¬ 
lem  with  respect  to  their  internal  systems.  That  is,  they 
must  make  sure  that  their  internal  computer  systems 
properly  handle  date-dependent  transactions  and 
computations  in  the  new  millennium.  Second,  they 
must  make  sure  that  the  systems  they  use  can 
exchange  date-dependent  information  effectively  and 
efficiently  with  other,  external  systems.  For  many  of 
the  larger  banks,  solving  the  problem  means  repro¬ 
gramming  or  upgrading  in-house  systems.  For  oth¬ 
ers,  and  for  most  of  the  smaller  banks,  reprogram¬ 
ming  and  upgrading  must  be  done  by  the  firms’  data- 
processing  services  and  software  suppliers. 

In  all  cases,  addressing  the  year-2000  problem  will 
require  the  rewriting  of  thousands  of  lines  of  code. 
There  are  two  ways  to  manage  this  recoding,  one 
permanent  but  costly,  the  other  less  costly,  but  tem¬ 
porary.  The  permanent  solution  is  to  recode  all  pro¬ 
grams  so  they  can  read  and  write  to  a  four-digit  date 
format,  but  this  process  is  also  time-consuming  and 
expensive  The  other  solution  is  to  rewrite  code  so 
that  low-value  two-digit  dates  (e.g.,  00,  01 , 02  .  .  .)  are 
recognized  as  being  years  of  the  21st  century.  This 
method  would  not  be  a  permanent  solution,  but  it 


would  buy  time  in  some  situations  as  developers  seek 
a  more  permanent  solution,  or  as  institutions  wait  to 
purchase  new  equipment  in  the  future. 

The  task  in  front  of  businesses  involves  more  than  just 
selecting  a  solution  or  monitoring  and  testing  a  ven¬ 
dor’s  solution.  Businesses  need  to  think  about  the 
cost  and  timing  required  to  replace  computer  sys¬ 
tems  or  software,  as  opposed  to  repairing  or  upgrad¬ 
ing  them;  the  cost  and  availability  of  skilled  person¬ 
nel;  the  impact  any  considered  merger  or  acquisition 
may  have  on  meeting  compliance  deadlines;  the 
compliance  efforts  of  remote  or  overseas  operations; 
the  inclusion  of  compliance  requirements  in  any  new 
vendor  contracts  and  renegotiation  of  existing  vendor 
contracts  where  possible;  the  bank’s  obligations  to 
customers  who  rely  on  services  and  payments;  and 
the  date  and  calculation  changes  needed  to  account 
for  the  fact  that  the  year  2000  is  a  leap  year. 

In  addition  to  worrying  about  what  might  happen  at 
the  year  2000,  computer  servicers  will  have  to  figure 
out  how  to  get  past  any  disruptions  that  might  occur 
in  1999  when  the  year  field  reads  “99,"  and  particu¬ 
larly,  on  September  9  of  that  year,  when  the  date  and 
year  fields  read  “9/9/99.”  In  what  may  be  a  preview  of 
year-2000  computer  responses,  experts  say  that 
many  computers  will  read  these  fields  as  a  code  for 
setting  up  special  files  or  storing  or  kicking  out  the 
data  processed,  resulting  in  significant  disruptions. 

Banks  and  the  Year  2000 

The  U.S.  banking  industry  is  particularly  affected  by 
the  year-2000  problem  because  nearly  every  aspect 
of  the  business  is  dependent  on  computer  systems 
for  processing  transactions  and  providing  informa¬ 
tion.  Technology  is  an  integral  part  of  the  banks’  inter¬ 
connected  information  systems,  where  they 
exchange  data  daily  with  their  customers,  correspon¬ 
dents,  vendors,  other  financial  institutions,  clearing 
houses,  and  corporate  borrowers.  Therefore,  any 
malfunctions  caused  by  the  century  date  change 
could  have  an  impact  on  a  bank’s  ability  to  meet  its 
obligations.  Or,  malfunctions  could  have  an  impact  on 
the  ability  of  others  to  meet  their  obligations  to  the 
bank.  Some  examples  of  bank  systems  where  year- 
2000  problems  may  emerge  include: 
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•  Lending  systems: 

•  Investment  systems: 

•  Deposit  systems: 

•  Accounting  systems: 

•  Fiduciary  systems: 

•  Management  information  systems: 


To  calculate  interest  payments,  due  dates,  and  past-due  amounts; 

To  calculate  accretions,  amortization,  and  yields; 

To  calculate  interest  payments,  overdrafts,  and  other  fees; 

To  calculate  accruals,  depreciations;  income  and  expenses; 

To  perform  portfolio  analysis,  stock  transfers;  and  calculate  divi¬ 
dends  and  maturity  dates; 

To  integrate  information  by  time  period. 


Solving  the  year-2000  problem  will  consume  signifi¬ 
cant  resources  and  demand  the  attention  of  bank 
management.  Banks  will  spend  considerable  sums  of 
money  to  fix  the  problem,  particularly  banks  that  do 
intensive  in-house  development  of  applications  and 
databases.  Many  of  the  larger  banks  have  thousands 
of  programs,  each  with  thousands  of  lines  of  code. 
And  smaller  banks  will  face  substantial  resource  and 
attention  demands  because  vendors’  conversion 
efforts  are  often  expensive  and  difficult  to  verify. 

In  addition,  the  year-2000  project  will  divert  resources 
and  attention  away  from  other  business  activities  that 
might  add  new  value  to  the  bank.  Yet  banks  cannot 
afford  to  do  the  job  poorly,  because  of  the  inconve¬ 
nience  customers  are  likely  to  experience  and  the 
resulting  damage  to  banks’  reputations  and  market 
share. 

The  year-2000  problem  also  brings  new  legal  risks  to 
the  banks  because  of  their  fiduciary  or  contractual 
responsibility  to  customers  and  associates.  In  the 
event  that  the  computer  systems  upon  which  banks 
rely  do  not  have  the  capability  to  handle  processing 
of  transactions  in  the  new  millennium,  and/or  these 
systems  produce  erroneous  information,  there  is  the 
potential  for  bank  liability. 

These  issues  characterize  the  year-2000  problem  in 
the  financial  services  industry  and  dictate  many 
aspects  of  the  OCC’s  supervisory  response,  which  I 
will  now  describe. 

OCC  Supervisory  Strategy 

As  chairman  of  the  FFIEC— whose  membership 
includes  representatives  of  the  Federal  Reserve,  the 
Federal  Deposit  Insurance  Corporation  (FDIC),  the 
National  Credit  Union  Administration,  the  Office  of 
Thrift  Supervision,  and  the  OCC— I  am  working 
aggressively  with  the  other  banking  agencies  to  make 
this  issue  a  priority  with  bankers  and  their  vendors  and 
service  providers.  The  banking  agencies  first  alerted 
the  financial  services  industry  to  our  concern  over  the 


year-2000  problem  in  a  June  1996  FFIEC  statement. 
In  that  statement,  we  strongly  encouraged  depository 
institutions  to  complete  an  inventory  of  core  comput¬ 
er  functions  and  to  set  priorities  for  compliance 
changes,  keeping  in  mind  that  testing  should  be 
under  way  for  mission-critical  systems  by  December 
31,  1998.  In  May  of  this  year,  the  OCC  and  other 
agencies  issued  a  second  statement  through  the 
FFIEC,  together  with  interagency  guidance  for  banks 
and  examiners  on  year-2000  project  management. 

And  our  next  issuance  of  FFIEC  guidance,  which  I 
mentioned  earlier,  will  be  more  detailed  and  suggest 
some  practical  solutions  to  common  problems.  It  will 
emphasize  the  importance  of  verification  and  testing 
cycles  and  timetables.  The  initial  FFIEC  guidance 
emphasized  two  important  points  that  are  essential  to 
addressing  this  problem.  One,  banks  need  to 
address  several  external  sources  of  potential  risk 
attributable  to  the  year-2000  problem,  which  I  will 
explain  next.  Two,  banks  must  implement  a  compre¬ 
hensive  project  management  process,  because  cor¬ 
recting  systems  and  software  for  the  year  2000 
involves  a  broad  sweep  of  a  bank’s  operations. 

External  Risks 

Fixing  internal  computer  systems  alone  will  not  take 
care  of  year-2000  exposure.  Bank  systems  interact 
every  day  with  other  computers,  and  each  of  these 
electronic  relationships  poses  a  potential  risk  to  the 
bank.  The  three  primary  external  risk  areas  are: 

Reliance  on  vendors.  The  heavy  use  by  banks  of  ven¬ 
dors  for  performing  critical  operational  processes, 
such  as  deposit  posting  or  check  sorting,  requires 
that  banks  closely  monitor  their  vendors  conversion 
programs  and  determine  if  contract  terms  can  be 
revised  to  include  year-2000  covenants.  Banks  must 
have  alternative  service  and  software  providers  iden¬ 
tified  in  the  event  that  vendors  cannot  correct  their 
systems  or  software  adequately  or  quickly. 

Data  exchange.  The  multiple  linkages  banks  have 
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with  other  parties — other  financial  institutions,  govern¬ 
ments,  borrowers,  and  depositors — require  that 
banks  allow  sufficient  time  to  assess  the  effects  of 
their  year-2000  solutions  on  data  transfers  and 
exchanges  These  linkages  are  especially  apparent 
in  the  interrelationship  among  payment  systems  at 
the  local,  national,  and  international  levels.  Banks 
must  be  able  to  exchange  payment  information  to 
clear  checks,  process  electronic  transfers,  and  main¬ 
tain  data  for  customers.  Larger  banks  may  have  addi¬ 
tional  responsibility  to  process  payrolls  or  pension 
payments  for  smaller  institutions  and  customers. 

The  international  dimensions  of  the  year-2000  prob¬ 
lem  are  a  serious  concern  to  bank  regulators 
because  of  these  interconnections.  Domestically  and 
across  borders,  banks,  payment  systems,  and  gov¬ 
ernment  agencies  must  be  able  to  handle  year-2000 
processing  and  communicate  with  each  other  to  facil¬ 
itate  normal  banking  and  commerce.  The  OCC, 
together  with  the  Federal  Reserve  and  the  FDIC,  is 
working  closely  with  the  Basle  Bank  Supervisors 
Committee  to  reach  international  agreements  on  year- 
2000  solutions.  We  pressed  hard  to  advance  this 
issue  and  to  obtain  a  committee  report  for  supervi¬ 
sors,  which  is  to  be  released  in  September.  These 
efforts  and  others  help  raise  awareness  around  the 
world  of  the  need  to  address  the  year-2000  problem. 

Corporate  customers.  Banks  need  to  consider  in  their 
assessments  of  credit  risk  whether  a  prospective  bor¬ 
rower  might  experience  cash  flow  or  other  problems 
due  to  his  or  her  own  year-2000  problems. 
Consequently,  as  part  of  our  year-2000  program,  we 
are  telling  banks  to  evaluate  the  compliance  efforts  of 
their  own  customers  and  to  factor  this  information  into 
their  loan  underwriting. 

Year-2000  Project  Management  Process 

A  comprehensive  and  effective  year-2000  project  man¬ 
agement  process  is  crucial.  We  expect  this  manage¬ 
ment  process  to  be  specific  and  formally  drafted  for 
financial  institutions  with  complex  systems  or  institu¬ 
tions  that  write  much  of  their  own  computer  programs. 
All  financial  institutions,  regardless  of  size  or  complex¬ 
ity,  will  require  strong  leadership,  effective  communica¬ 
tion,  and  accountability  to  ensure  that  year-2000  initia¬ 
tives  will  be  successful.  Our  guidance  enumerates  the 
f  ve  phases  necessary  to  properly  manage  a  comput¬ 
er  conversion  program:  awareness,  assessment,  reno¬ 
vation,  validation,  and  implementation. 

Awareness  phase  During  this  phase,  management 
needs  to  become  educated  about  the  year  problem 
at  its  institution  and  to  establish  executive-level  sup¬ 
port  for  the  resources  necessary  to  correct  the  prob¬ 


lem.  This  phase  is  also  when  management  puts 
together  a  year-2000  program  team  to  begin  the 
development  of  an  overall  strategy  that  encompasses 
in-house  systems;  servicers  for  systems  that  are  out¬ 
sourced;  and  vendors,  auditors,  customers,  and  sup¬ 
pliers,  including  correspondent  banks.  Banks  should 
have  already  passed  this  stage. 

Assessment  phase.  This  phase  includes  identifying 
all  hardware,  software,  networks,  automated  teller 
machines,  other  various  processing  platforms,  and 
customer  and  vendor  interdependencies  affected  by 
the  year-2000  date  change  in  order  to  assess  the  size 
and  complexity  of  the  problem.  The  assessment 
should  go  beyond  information  systems  and  include 
environmental  systems  that  are  dependent  on 
microchips  or  software,  such  as  security  systems, 
elevators,  and  vaults.  Management  also  needs  to 
evaluate  year-2000  effects  on  other  strategic  busi¬ 
ness  initiatives. 

During  this  phase,  project  managers  must  identify 
resource  needs  and  establish  the  schedule  and  the 
sequencing  of  the  year-2000  project.  Resources 
needed  include  appropriately  skilled  personnel,  con¬ 
tractors,  vendor  support,  budget  allocations,  and 
hardware  capacity.  This  phase  is  when  management 
clearly  identifies  corporate  accountability  throughout 
the  project  and  sets  policies  to  define  reporting,  mon¬ 
itoring,  and  notification  requirements.  Finally,  contin¬ 
gency  plans  must  be  developed  to  cover  unforeseen 
obstacles  during  the  renovation  and  validation  phas¬ 
es  and  must  include  plans  to  deal  with  lower  priority 
systems  that  would  be  fixed  later  in  the  renovation 
phase.  This  phase  should  be  completed  by  the  third 
quarter  of  1997. 

Renovation  phase.  This  phase  includes  code 
enhancements,  hardware  and  software  upgrades, 
system  replacements,  and  vendor  and  other  associ¬ 
ated  changes.  Information  gathered  during  the 
assessment  phase  should  be  used  to  prioritize  the 
work  program.  For  institutions  relying  on  outside  ser¬ 
vicers  or  third-party  software  providers,  ongoing  dis¬ 
cussions  with  the  vendors  and  monitoring  their 
progress  are  necessary.  Backup  data  processors  are 
lined  up  as  part  of  contingency  planning. 

Validation  phase.  Testing  is  critical  to  a  year-2000  pro¬ 
ject  and  plays  a  major  role  in  the  last  three  phases  of 
the  project  management  plan.  Only  through  testing 
can  year-2000  compliance  be  verified,  and  new  test¬ 
ing  must  be  performed  with  every  incremental 
change  to  hardware  and  software  components.  This 
phase  includes  verifying  connections  with  other  sys¬ 
tems  and  verifying  the  acceptance  of  all  changes  by 
internal  and  external  users.  Management  should 
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establish  controls  to  assure  the  effective  and  timely 
completion  of  all  hardware  and  software  testing  prior 
to  final  implementation.  As  with  the  renovation  phase, 
financial  institutions  must  be  involved  in  ongoing  dis¬ 
cussions  with  their  vendors  on  the  success  of  their 
validation  efforts.  This  phase  needs  to  be  completed, 
with  testing  fully  underway  by  December  31,  1998. 

Implementation  phase.  This  phase  includes  making 
sure  that  systems  are  year-2000  compliant  and  accept¬ 
able  to  business  users.  For  any  system  that  is  unac¬ 
ceptable,  the  business  effect  needs  to  be  assessed 
clearly  and  the  organization’s  year-2000  contingency 
plans  must  be  implemented.  Project  managers  must 
bring  any  potentially  noncompliant  mission-critical  sys¬ 
tem  to  the  attention  of  executive  management  immedi¬ 
ately  for  resolution.  In  addition,  during  this  phase,  man¬ 
agement  must  make  absolutely  sure  that  any  new  sys¬ 
tems  or  subsequent  changes  to  verified  systems  are 
compliant  with  year-2000  requirements. 

Supervisory  Actions 

As  I  have  noted,  the  OCC  is  actively  engaged  with  the 
other  banking  agencies,  through  the  FFIEC,  in  super¬ 
visory  planning  to  address  the  foregoing  concerns 
about  year-2000  project  management  and  risk  man¬ 
agement  issues.  The  OCC  also  is  taking  special  steps 
to  target  year-2000-related  issues  of  particular  con¬ 
cern  to  national  banks  and  examiners. 

Interagency  Working  Group.  The  member  agencies 
of  the  FFIEC  are  working  together  to  promote  unifor¬ 
mity  in  year-2000  supervision  across  depository  insti¬ 
tutions  and  to  combine  forces  when  tackling  shared 
problems.  We  have  formed  an  interagency  working 
group  to  handle  a  number  of  year-2000-related 
issues,  such  as  coordinating  supervisory  activities  for 
vendors;  educating  and  lecturing  on  year-2000 
issues  through  trade  groups  and  public  events;  and 
drafting  contingency  planning  and  training  programs 
for  quick  and  effective  supervisory  responses  where 
needed.  An  interagency  group  of  examiners  and 
legal  representatives  will  analyze  different  scenarios 
to  design  effective,  joint,  rapid-response  techniques 
for  regulators. 

Readiness  assessments.  In  conjunction  with  the 
release  of  interagency  guidance  in  May,  the  OCC  ini¬ 
tiated  a  first  round  of  assessments  of  every  financial 
institution  we  supervise  in  order  to  gauge  the  institu¬ 
tion’s  readiness  for  the  task  ahead.  This  general 
assessment  helps  us  identify  which  banks  are  the 
least  prepared  for  the  year  2000.  These  institutions 
will  then  receive  priority  attention.  The  OCC  surveyed 
each  banking  company  and  found  that  about  85  per¬ 
cent  of  large  banks— controlling  about  the  same  per¬ 


centage  of  national  bank  assets — have  programs  in 
place.  We  found  a  similar  level  of  preparedness 
among  large  bank  data  processors  and  vendors. 

This  survey  does  not  tell  us  whether  these  programs 
will  get  the  job  done;  that  will  only  begin  to  become 
clear  when  testing  is  fully  under  way.  Flowever,  it  does 
identify  several  common  weaknesses  in  large  bank 
program  management,  including  a  lack  of  a  formal¬ 
ized  budget,  incomplete  prioritization  of  systems  to 
be  corrected,  and  timetables  that  are  not  sufficiently 
aggressive  to  bring  the  bank  into  compliance  by  our 
December  31,  1998  deadline.  We  are  working  first 
with  those  banks  that  appear  unlikely  to  meet  the 
compliance  deadline,  requiring  them  to  move  more 
swiftly  to  supply  the  necessary  funding  and  personnel 
to  get  the  job  done. 

Our  survey  also  shows  that  a  number  of  the  commu¬ 
nity  banks — holding  the  remaining  16  percent  of 
national  bank  assets — need  to  step  up  their  efforts. 
We  found  that  about  15  percent  of  these  smaller 
banks  are  not  aware  of  the  effect  that  the  year  2000 
will  have  on  their  businesses.  Another  20  percent, 
though  aware,  are  just  starting  to  address  the  issue. 
The  slower  reaction  to  the  year-2000  problem  by  the 
smaller  institutions  relative  to  larger  ones  reflects  the 
smaller  banks’  greater  reliance  on  vendors  for  pro¬ 
cessing  and  software  needs.  But  the  banks  must 
meet  the  same  supervisory  timetables,  whether  data 
processing  is  in-house  or  provided  elsewhere,  and 
banks  using  vendors  need  to  monitor  vendors’ 
progress  and  know  their  schedules  for  compliance. 
We  are  working  very  closely  with  the  banks  to  make 
sure  they  understand  what  is  expected  of  them,  and 
we  anticipate  that  they  will  make  a  responsible  effort 
to  meet  our  supervisory  expectations.  Flowever,  the 
OCC  will  not  hesitate  to  use  its  supervisory  tools  and 
enforcement  powers  to  compel  banks  to  take  appro¬ 
priate  action. 

The  OCC  has  recently  completed  two  additional  year- 
2000-related  surveys.  The  first  indicates  to  what 
degree  large  national  banks  are  considering  the  year- 
2000  exposure  of  their  major  corporate  borrowers.  The 
second  survey  considers  the  drain  on  bank  resources 
of  preparing  for  the  new  Euro,  which  may  compete  for 
resources  with  year-2000  compliance  efforts. 

Year-2000  exposure  of  large  corporate  borrowers 
The  value  of  bank  loan  portfolios  may  be  affected  if 
borrowers  are  unable  to  meet  their  payment  obliga¬ 
tions  to  the  banks  because  of  the  borrowers  own 
year-2000  malfunctions.  For  this  reason,  the  OCC  has 
surveyed  the  largest  national  banks  to  find  out  if  they 
have  considered  the  credit  risk  their  largest  corporate 
borrowers  may  pose.  The  assessment  looked  at  the 
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24  largest  national  banks  that  pool  their  resources  to 
make  the  largest  corporate  loans,  which  start  at  $25 
million  The  banks  surveyed  underwrote  approximate¬ 
ly  $434  billion  in  syndicated  loans  in  1996,  represent¬ 
ing  80  percent  of  the  syndicated  loans  originated  by 
national  banks  and  36  percent  of  all  outstanding  syn¬ 
dicated  loans. 

Our  results  show  that  while  large  national  banks  are 
aware  of  the  credit  implications  of  the  year  2000,  most 
need  to  take  additional  actions  to  address  the  issue 
with  current  or  potential  borrowers.  Nonetheless, 
most  banks  surveyed  are  in  the  process  of  determin¬ 
ing  what  should  be  done  to  address  year-2000  credit 
risks.  More  than  half  will  review  year-2000  plans  with 
corporate  borrowers,  and  one-third  plan  to  include 
year-2000  analyses  in  their  file  documentation  or 
credit  review  process.  The  OCC  plans  to  address 
these  credit  risk  issues  in  future  industry  and  examin¬ 
er  guidance,  in  order  to  ensure  that  examiners  verify 
that  a  bank  incorporates  a  borrower’s  year-2000 
preparations  into  its  underwriting  standards. 

European  Monetary  Union.  The  OCC  has  surveyed 
the  handful  of  national  banks,  federal  branches,  and 
data  centers  active  in  foreign  currency  transactions  to 
find  out  whether  the  scheduled  1999  introduction  of 
the  new  Euro  currency  may  place  significant  compet¬ 
ing  demands  on  scarce  technical  resources.  None  of 
the  institutions  surveyed  said  that  their  EMU  projects 
pose  conflicts  for  their  year-2000  projects.  We  will 
continue  to  monitor  this  issue. 

Bank  examinations.  The  May  FFIEC  interagency 
statement  and  guidance  informs  banks  that  the  fed¬ 
eral  banking  agencies  will  be  conducting  uniform 
supervisory  reviews  of  financial  institutions’  conver¬ 
sion  efforts  by  mid  1998.  The  OCC  made  the  decision 
to  examine,  on-site,  every  national  bank  for  year-2000 
compliance  by  that  deadline,  and  we  now  have  these 
examinations  under  way.  In  notifying  the  banks  about 
these  year-2000  examinations,  the  OCC  emphasized 
that  it  would  look  for  comprehensive  planning  and  a 
clear  commitment  to  meeting  year-2000  goals.  We 
informed  the  banks  that  special  attention  would  be 
focused  on  whether  senior  management  and  the 
board  of  directors  are  fully  engaged  in  the  planning 
and  monitoring  of  year-2000  conversion  efforts. 

Following  these  examinations,  the  OCC  will  undertake 
appropriate  follow-up  activities  to  ensure  that  banks 
address  identified  problem  areas  and  also  to  assess 
the  effectiveness  of  the  institutions’  testing  programs. 
If  we  find  that  a  bank  is  encountering  significant  prob¬ 
lems  our  examiners  will  work  with  bank  management 
to  see  that  it  corrects  problems  in  the  most  critical 
systems  As  indicated  by  our  readiness  assessment, 


small  institutions,  in  particular,  may  need  added 
attention  from  examiners.  In  addition,  we  are  estab¬ 
lishing  a  formal  reporting  process  to  monitor  trends 
and  identify  issues  quickly  that  arise  out  of  our  year- 
2000  examinations.  This  process  includes  an  ongoing 
dialogue  between  agency  staff  in  Washington  and  in 
the  field  to  ensure  that  policies  are  implemented  con¬ 
sistently.  Any  bank  that  falls  behind  in  meeting  crucial 
compliance  deadlines  will  face  the  same  kinds  of 
supervisory  actions  that  are  brought  on  by  other  safe¬ 
ty  and  soundness  concerns. 

Vendor  examinations.  As  I  noted  previously,  focusing 
on  the  activities  of  financial  institutions  alone  will  not 
prevent  year-2000  disruptions  in  the  banking  industry. 
Banks  rely  heavily  on  vendors  and  servicers. 
Therefore,  the  OCC  and  the  other  banking  agencies 
will  conduct  joint  examinations  of  nonbank  data-pro- 
cessing  centers  and  software  companies  before  mid 
1998,  using  our  supervisory  authority  provided  by  the 
Bank  Service  Company  Act  of  1962.  As  part  of  our  ini¬ 
tial  assessment  of  the  banks,  we  compiled  a  list  of  all 
the  vendors  used  by  each  national  bank.  This  list  will 
enable  us  to  alert  those  banks  that  are  using  a  par¬ 
ticular  vendor  who  is  found  to  have  significant  year- 
2000  problems. 

OCC’s  Internal  Efforts  to  Address  the  Year-2000 
Problem 

In  May  of  last  year,  just  prior  to  sending  our  first  advi¬ 
sory  to  the  banks,  the  OCC  implemented  its  own  pro¬ 
gram  to  address  the  year-2000  transition.  However, 
we  have  been  aware  of  the  issue  for  quite  some  time, 
and  have  been  following  a  four-digit  year  standard  in 
all  development  efforts  since  1991.  Even  so,  the 
agency  is  facing  the  same  conversion  difficulties, 
system  upgrade  expenses,  and  testing  frustrations  as 
every  other  business  operation.  All  platforms,  hard¬ 
ware  and  software,  must  be  verified  as  year-2000 
compliant.  Purchased  software  must  be  tested  for 
compliance  in  our  data-sharing  environment.  We 
expect  the  most  challenging  coordination  efforts  to 
be  found  in  time-sensitive  testing  and  in  putting  sys¬ 
tems  back  into  production. 

Some  of  the  things  we  are  doing  now  include: 

•  Mission-critical  systems  have  been  identified 
and  prioritized; 

•  Less  critical  systems  have  also  been  scheduled 
for  conversion/testing; 

•  We  are  monitoring  vendors  and  including  com¬ 
pliance  requirements  in  contracts; 

•  We  have  developed  a  testing  strategy  and  a  test 
plan  template; 
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•  We  have  identified  an  overall  contingency  plan 
strategy  for  each  mission-critical  system;  and, 

•  We  are  communicating  with  our  data  exchange 
partners. 

Our  senior  managers  are  aware  of  the  year-2000 
problem  and  involved  in  the  project.  The  OCC 
Executive  Committee  has  budgeted  $1.1  million  this 
year  for  information  systems  changes  under  way  now. 
Next  year,  the  Executive  Committee  considers  addi¬ 
tional  funding  for  infrastructure  systems  changes, 
such  as  the  purchase  of  a  new  building  entry  system. 
A  project  team  of  OCC  employees  is  assigned  to  this 
task,  each  of  whom  is  responsible  for  efforts  in  the 
areas  of  finance,  procurement,  supplies,  and  building 
services  departments.  We  are  currently  on  schedule 
to  complete  all  compliance  programming  and  testing 
by  September  30,  1998. 

Conclusions 

As  Comptroller,  I  have  a  responsibility  to  do  all  I  can 
to  ensure  the  National  Banking  System  and  the  OCC 
is  prepared  for  the  year  2000.  We  have  an  aggressive 
program  in  place  to  ensure  that  national  banks  are 
prepared.  This  program  includes  an  explicit  project- 
management  timetable: 

•  National  banks  must  identify  mission-critical 
applications  and  set  priorities  for  year-2000 
tasks  by  the  end  of  the  third  quarter  1997.  Most 
financial  institutions  and  service  providers  are 
already  well  into  this  phase  of  the  project; 

•  Our  examinations  of  bank  and  vendor  prepara¬ 
tions  will  be  completed  by  June  1998; 

•  Banks  must  largely  complete  code  enhance¬ 
ments  and  revisions,  hardware  upgrades,  and 
other  changes  that  follow  the  assessment  phase 
by  December  31,  1998; 


•  Testing  for  mission-critical  systems  must  take 
place  throughout  the  compliance  effort,  but  be 
fully  under  way  no  later  than  January  1,  1999. 

In  my  role  as  chairman  of  the  FFIEC,  I  have  worked 
with  the  other  banking  agencies  to  provide  uniformity 
among  our  supervisory  actions,  and  put  financial 
institutions  largely  on  the  same  schedule,  which  may 
help  them  coordinate  their  testing  and  verification 
cycles.  In  the  international  arena,  the  OCC  and  the 
other  supervisory  agencies  have  pressed  for  cross- 
border  understanding  of  the  need  to  provide  similar 
uniformity  and  coordination  among  countries. 

It  is  important  to  keep  in  mind  that  the  transition  to  the 
year  2000  will  pose  the  greatest  challenges  to  banks 
and  vendors  that  perform  their  own  programming. 
Flence,  they  need  to  be  particularly  vigilant  about 
testing  and  re-testing  their  systems.  Furthermore, 
testing  is  quite  a  complex  matter.  Banks  must  test  all 
their  computer  systems  to  make  sure  they  can 
process  dates  after  the  year  2000,  and  then  test  them 
again  to  make  sure  that  the  method  used  to  process 
dates  is  compatible  with  the  methods  used  by  the 
customers  and  correspondents  with  whom  a  bank 
exchanges  data  and  funds.  This  requires  that  banks 
work  closely  with  their  customers  and  correspon¬ 
dents — whether  they  be  other  financial  institutions, 
vendors,  government  agencies,  or  foreign  entities — to 
coordinate  a  smooth  transition  to  year-2000  compliant 
electronic-transfer  interconnections. 

Nonetheless,  even  with  these  many  precautions, 
year-2000  malfunctions  are  likely  to  occur  because  of 
the  banking  industry’s  reliance  on  technology  and  its 
complex  relationships  with  other  businesses.  Through 
our  extensive  efforts  to  prepare  for  this  event,  the 
work  of  our  fellow  regulators,  and  the  efforts  of  the 
banks,  we  hope  to  minimize  any  disruptions  to  banks 
and  their  customers. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  National 
Urban  League,  on  continued  efforts  to  promote  fair  lending  and  community 
reinvestment  and  identifying  and  eradicating  lending  discrimination, 
Washington,  D.C.,  August  5,  1997 


I'd  like  to  thank  Hugh  Price  for  inviting  me  to  take  part 
in  this  impressive  gathering.  In  recent  months,  Hugh 
and  I  have  developed  a  friendship  and  a  partnership 
that  mean  much  to  me.  As  we  have  worked  together 
to  advance  our  common  goals,  I  have  come  to  know 
and  admire  the  qualities  of  steadiness  and  vision  that 
Hugh  possesses  in  such  rich  abundance.  I  look  for¬ 
ward  to  continued  cooperation — and  continued 
progress — in  service  to  the  causes  we  hold  so  dear. 

It  is  a  particular  pleasure  to  join  Secretary  Cuomo  this 
afternoon  in  paying  tribute  to  the  distinguished  record 
of  accomplishment  of  the  National  Urban  League 
since  its  founding  in  1910.  Over  the  nearly  nine 
decades  since,  the  Urban  League  has  waged  a 
sometimes  lonely  struggle  at  the  grass  roots  to 
achieve  social  and  economic  justice  for  African- 
Americans  and  all  Americans — recognizing,  as 
Martin  Luther  King  Jr.  put  it,  “that  injustice  anywhere 
is  a  threat  to  justice  everywhere.”  I  applaud  your 
efforts  to  build  a  better  America. 

I  thought  I  would  begin  my  remarks  with  a  few  words 
about  the  agency  I  head.  Most  bankers  are  conver¬ 
sant  with  the  work  of  the  Office  of  the  Comptroller  of 
the  Currency,  but  those  who  are  not  members  of  the 
financial  fraternity  will  recognize  the  OCC — if  they 
recognize  it  at  all — as  just  another  acronym  entry  in 
the  back  pages  of  the  federal  directory. 

In  this  case,  our  full  name  does  not  even  describe  the 
agency’s  business.  While  the  OCC  was  originally  the 
custodian  of  the  nation’s  money  supply,  today  we  no 
longer  have  currency  to  control — nor  to  dispense. 

But  the  monetary  function,  while  certainly  important, 
was  in  a  way  peripheral  to  the  mission  President 
Lincoln  assigned  the  office  when  he  established  it  in 
1863 — a  mission  that  is  still  central  to  the  OCC  today. 
While  the  rebellious  Confederacy  pinned  its  econom¬ 
ic  hopes  on  King  Cotton — surely  an  important  com¬ 
modity-  -the  future  Lincoln  foresaw  rested  on  King 
Capital,  the  commodity  that  commanded  all  others.  It 
followed  that  if  the  federal  government  was  to  regu¬ 
late  any  sector  of  the  private  economy — and  at  the 
time,  none  of  it  was  regulated — the  government 
should  regulate  the  banking  system,  which  had  the 
power  to  make  or  break  all  business  enterprises.  That 


was  the  job  Lincoln  assigned  to  the  OCC:  the  job  of 
safeguarding  the  public  interest  in  the  allocation  of 
private  credit  and  other  bank  services  so  vital  to  eco¬ 
nomic  opportunity. 

The  concept  of  opportunity  permeated  Lincoln’s 
thought  and  animated  his  hatred  for  slavery,  which  he 
defined  as  the  denial  of  opportunity.  When  he  issued 
his  famous  warning  about  the  dangers  of  a  “House 
Divided,”  he  was  speaking  not  only  in  a  literal  sense, 
about  a  nation  half-slave  and  half-free,  but  also  about 
one  that  pitted  haves  against  have-nots. 

If  Lincoln  had  coined  it  himself,  he  could  not  have 
improved  on  the  motto  adopted  by  the  National 
Urban  League  in  1921:  “Not  Alms,  But  Opportunity.” 

Obviously,  in  the  132  years  that  have  passed  since 
Lincoln's  death,  the  public  interest  in  bank  regulation 
has  been  defined  and  redefined.  At  the  start  of  my 
tenure  as  Comptroller  of  the  Currency,  the  OCC 
rededicated  itself  to  the  historic  principles  upon 
which  the  agency  was  founded:  achieving  a  safe  and 
sound  banking  system  built  on  the  full  and  fair  access 
to  financial  services  so  important  to  the  well  being  of 
our  nation’s  communities. 

I  will  be  the  first  to  admit  that  when  I  became 
Comptroller  in  1993,  the  performance  of  the  banking 
system  fell  conspicuously  short  of  that  ideal.  The 
industry  was  not  nearly  as  sound  and  stable  as  it  is 
today.  And  too  many  of  our  urban  neighborhoods  and 
rural  communities  were  starved  of  the  investment  they 
needed  for  growth  and  renewal. 

As  I  traveled  from  inner  city  to  inner  city,  talking  to 
people,  I  heard  the  same  story  again  and  again. 
Whether  in  Los  Angeles,  New  York,  Chicago,  or  the 
District  of  Columbia,  it  was  the  same  story  of  entre¬ 
preneurial  initiative  inhibited  and  hope  diminished  for 
lack  of  bank  services  and  bank  credit.  In  Detroit,  a 
prominent  banker  told  me  that  in  1990,  his  city  saw 
exactly  two  housing  starts.  Two  housing  starts.  There 
were  whole  neighborhoods  without  so  much  as  a  sin¬ 
gle  bank  to  be  found — and,  therefore,  no  safe  place 
for  people  to  save,  to  obtain  professional  financial 
advice,  or  to  set  up  a  checking  account  with  which  to 
pay  their  bills. 
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The  irony  was  that  laws  already  on  the  books — laws 
the  Urban  League  championed  decades  ago — were 
supposed  to  prevent  or  correct  this  unjust  state  of 
affairs.  But  violations  of  the  Equal  Credit  Opportunity 
Act,  which  bars  discrimination  in  lending,  were  rarely 
prosecuted  by  bank  regulators.  The  Community 
Reinvestment  Act,  which  requires  financial  institutions 
to  assess  and  address  their  communities’  credit 
needs,  had  largely  lapsed  into  an  ineffectual  paper¬ 
work  exercise. 

Reviving  and  enforcing  those  statutes  was  among  my 
first  priorities  upon  becoming  Comptroller.  My  oath  of 
office  demands  no  less.  Accordingly,  the  OCC  adopt¬ 
ed  new  ways  to  examine  banks  for  compliance  with 
the  fair  lending  laws  and — essentially  for  the  first 
time — started  referring  cases  to  the  Justice 
Department  for  prosecution.  In  fact,  over  the  past  four 
years,  we  have  conducted  more  than  3,000  fair  lend¬ 
ing  examinations,  and  referred  24  cases  of  fair  lend¬ 
ing  violations  for  prosecution. 

Discrimination  still  has  by  no  means  been  banished 
from  the  national  banking  system.  I  was  disappoint¬ 
ed,  as  I  know  you  were,  to  learn  about  the  disparity  in 
denial  rates  for  home  mortgage  applications  con¬ 
tained  in  the  statistics  released  yesterday.  Until  we 
have  completed  our  analysis  of  these  data,  we  can¬ 
not  say  for  certain  why  this  disparity  continues  to 
exist.  Some  economists  suggest  that  these  numbers 
may  mean  that  lenders  are  willing  to  consider  appli¬ 
cations  from  more  individuals  who  would  never  gotten 
to  the  application  stage  just  a  few  years  ago.  Other 
economists  suggest  that  minority  applicants  may  be 
more  likely  to  lack  a  positive  credit  history  or,  per¬ 
haps,  any  credit  history.  That  last  hypothesis  espe¬ 
cially  troubles  me,  for  it  says  that  the  discrimination  of 
the  past  continues  to  perpetuate  itself.  But  whatever 
the  explanation,  I  can  tell  you  this:  we  will  not  rest  in 
our  efforts  to  identify  and  eradicate  lending  discrimi¬ 
nation  wherever  it  exists. 

Let  there  be  no  doubt  about  it:  we  have  zero  tolerance 
for  lending  discrimination.  And,  while  recent  data 
does  show  impressive  gains  in  lending  to  Hispanic 
Americans  and  Native  Americans  over  the  past  year, 
and  while  lending  to  African-Americans  is  up  54  per¬ 
cent  in  the  last  three  years,  I  am  still  quite  troubled 
that  African-American  lending  rose  more  slowly  in 
1996.  Accordingly,  I  have  directed  my  staff  to  begin 
an  immediate  in-depth  effort  to  get  to  the  bottom  of 
the  weaknesses  in  the  last  year’s  numbers.  I  expect  a 
report  on  my  desk  within  the  next  60  days,  so  that  we 
can  immediately  take  whatever  corrective  action  may 
be  necessary.  I  will  also  be  asking  all  the  relevant 
agencies  and  departments  to  join  us  in  this  effort. 


Obviously,  we  have  a  long  way  to  go,  both  in  fair  lend¬ 
ing  enforcement  and  in  community  reinvestment.  But 
we  are  making  real  progress  in  both  areas.  In  1993, 
President  Clinton  ordered  the  banking  regulators  to 
rewrite  the  Community  Reinvestment  Act  (CRA)  regu¬ 
lations  to  make  them  more  effective  and  more  results- 
oriented.  So  we  did. 

The  results  of  our  emphasis  on  CRA  have  been 
encouraging.  In  the  past  three  years,  we  have 
obtained  new  commitments  for  low-  and  moderate- 
income  loans  totaling  $215  billion.  Since  1993,  home 
mortgage  loans  to  low-  and  moderate-income  census 
tracts  have  risen  by  33  percent.  Mortgage  loans  to 
minorities  are  up  almost  38  percent,  with  African- 
Americans  and  Hispanics  accounting  for  most  of  that 
gain.  In  the  past  four  years,  banks  have  invested  four 
times  as  much  in  community  development  projects  as 
they  did  in  the  whole  previous  30  years.  During  1996 
alone,  national  banks  and  their  community  partners 
invested  almost  $1.5  billion  in  community  develop¬ 
ment  corporations  and  community  development  pro¬ 
jects— funds  used  to  produce  affordable  housing, 
finance  small  business,  and  develop  retail  and  com¬ 
mercial  revitalization  projects.  Our  anti-redlining 
efforts  have  clearly  begun  to  pay  off.  But  more  can 
and  must  be  done. 

I  must  tell  you  that,  at  first,  these  initiatives  won  us  few 
friends  among  the  national  banks  the  OCC  supervis¬ 
es.  I  was  called  a  closet  social  engineer— and  worse. 
But  these  critics  missed  the  point.  It  was  our  belief 
then  that  greater  lending  to  low-  and  moderate- 
income  borrowers  and  minority  Americans  was  not 
only  the  right  thing  to  do,  it  was  fundamentally  good 
business  for  the  bankers.  Nothing  that  has  happened 
since  then  has  caused  us  to  change  our  minds.  In 
fact,  everything  we  have  learned  in  the  past  four 
years  reinforces  the  conviction  that  lending  to  low- 
and  moderate-income  and  other  underserved 
Americans  is  consistent  with  a  safe-and-sound  bank¬ 
ing  system.  In  fact,  it’s  indispensable.  We  have  found 
time  and  again  that  loans  to  so-called  marginal  bor¬ 
rowers  are  no  less  safe — indeed,  sometimes  safer 
than  loans  to  more  traditional  borrowers.  We  have 
found,  as  have  the  bankers  themselves,  that  prof¬ 
itable,  long-term  banking  relationships  often  begin  in 
modest  ways:  with  a  savings  account,  a  checking 
account,  or  a  credit  card. 

When  I  have  returned  to  cities  like  Chicago  and  Los 
Angeles  over  the  past  four  years,  the  cold  numbets 
have  taken  on  a  human  face.  I  have  spoken  to  people 
who  never  thought  the  day  would  come  when  they 
would  own  their  own  home.  But  the  day  did  come 
When  I  recently  visited  Detroit,  I  met  people  who  had 
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never  thought  they'd  see  real  reinvestment  in  their 
community.  But  the  day  did  come.  In  1995,  a  consor¬ 
tium  of  Detroit  banks  pledged  more  than  a  billion  dol¬ 
lars  in  new  investment  over  10  years.  In  the  first  year, 
they  made  loans  totaling  $285  million,  or  almost  three 
times  what  had  been  pledged.  That’s  $285  million  in 
loans  for  business,  loans  for  homeowners,  and  loans 
for  development.  That’s  hope  for  thousands  of  our  fel¬ 
low  citizens. 

We  can  take  pride  in  these  results  even  as  we  build 
upon  them.  For  I  am  convinced  that  there  are  an 
almost  limitless  number  of  rich  possibilities  for  banks 
and  other  financial  institutions  to  make  profitable  con¬ 
tributions  to  the  rebuilding  of  America — both  under 
the  law  and  beyond  it. 

Today,  few  doubt  our  commitment  to  CRA  and  fair 
lending — nor  should  they.  CRA  and  the  fair  lending 
laws  will  remain  important  components  of  our  strate¬ 
gy  to  bring  more  opportunity  to  our  neediest  and  wor¬ 
thiest  citizens.  Indeed,  we  can  significantly  expand 
CRA's  positive  impact  by  considering  ways  to  extend 
its  reach  to  the  growing  nonbank  sector  of  the  finan¬ 
cial  services  industry — to  the  insurance  and  securi¬ 
ties  firms,  the  pension  and  investment  houses,  the 
mortgage  and  finance  companies — that  are  custodi¬ 
ans  for  the  bulk  of  the  household  assets  in  this  coun¬ 
try  today.  At  the  end  of  1996,  for  the  first  time,  the  dol¬ 
lar  volume  of  mutual  funds  exceeded  the  dollar  vol¬ 
ume  of  bank  deposits.  In  these  circumstances,  I  think 
you  will  agree  that  it  makes  sense  to  start  thinking 
about  how  these  financial  powerhouses  can  shoulder 
some  of  the  public  responsibilities  that  banks  today 
must  assume. 

But  I  am  thinking  less  today  about  obligation  than 
about  opportunity.  It  is  precisely  because  of  our  pos¬ 
itive  experiences  under  CRA — experiences  that  have 
proved  that  such  lending  makes  sense  purely  as  a 
business  proposition — that  we  are  now  poised  to 
move  beyond  enforcing  a  compliance  obligation,  to 
work  in  concert  with  the  Urban  League  and  other 
organizations  committed  to  economic  opportunity,  to 
take  advantage  of  exciting  possibilities  for  partner¬ 
ships  between  banks  and  traditionally  underserved 
Americans — partnerships  with  the  power  to  transform 
lives,  whole  communities,  and  our  urban  centers. 

One  of  the  most  promising  new  frontiers  for  partner¬ 
ship  is  in  the  field  of  small-business  lending  and  sup¬ 
port  of  entrepreneurial  enterprises.  Nothing  is  more 
crucial  to  our  nation's  economic  future.  Small  business 
generates  more  than  half  of  all  jobs  in  America  and 
more  than  half  of  the  nation's  gross  domestic  product, 
f  Jo  form  of  economic  activity  has  greater  potential  for 
revitalizing  our  cities  for  turning  mean  streets  into 


main  streets — than  tapping  the  entrepreneurial  spirit  of 
the  people  who  live  in  them.  And  nothing,  therefore,  is 
a  higher  priority  for  me  personally  and  for  the  OCC 
than  finding  ways  to  stimulate  bank  lending  to  small 
business,  especially  minority  small  business. 

We  know  the  need  is  there.  All  across  the  country,  I’ve 
met  and  spoken  to  small-business  people  who  tell  me 
that  they  cannot  get  the  credit  they  need  for  start-up 
and  expansion  or  can  only  get  it  on  prohibitive  terms. 
Studies  show  that  minority  entrepreneurs  have  a  par¬ 
ticularly  tough  time  of  it.  We  know  that  while  African- 
Americans  make  up  about  12  percent  of  the  general 
population,  they  own  less  than  4  percent  of  U.S.  busi¬ 
nesses.  Something  is  clearly  amiss. 

Soon  we  will  have  the  hard  numbers  we  need  to  begin 
to  quantify  the  problem — and  measure  our  progress. 
For  the  first  time  this  fall,  as  the  result  of  our  CRA 
reforms,  we  will  be  getting  information  on  small  busi¬ 
ness  loan  originations  from  every  large  bank  and 
thrift.  This  data,  which  will  be  made  available  to  the 
public,  will  tell  us  where  the  small  business  loans  are 
going — though  not  necessarily  to  whom.  When  this 
policy  change  was  being  discussed,  I  argued  that  it 
was  important  to  have  numbers  on  the  race  and  gen¬ 
der  of  small-business  borrowers  to  help  us  identify 
possible  patterns  of  discrimination.  But  other  financial 
regulatory  agencies  said  no. 

One  day  we  will  have  all  the  information  we  need.  But 
it  is  not  the  OCC’s  intention  to  sit  on  our  hands  until  it 
arrives.  As  a  society,  we  have  already  waited  long 
enough.  Good  intentions  count — but  not  as  much  as 
good  results. 

That’s  why  the  OCC  launched  a  program  earlier  this 
summer  called  “Banking  on  Minority  Business.”  This 
program  is  a  series  of  forums  all  across  the  country 
that  bring  together  bankers,  representatives  of  the 
small-business  community,  and  leaders  of  minority 
business  and  community  organizations,  including 
local  chapters  of  the  Urban  League.  So  far,  I  have 
taken  part  in  forums  in  Cleveland,  San  Francisco,  and 
here  in  Washington.  Later  this  year,  I  will  be  partici¬ 
pating  in  similar  meetings  in  St.  Louis,  Boston, 
Flouston,  and  New  Orleans. 

Through  this  cross-country  dialogue,  we  have  already 
learned  much  about  the  specific  obstacles  that  keep 
minority  small-business  borrowers  and  lenders  apart. 
And  through  this  dialogue,  we  are  coming  up  with 
ideas  for  getting  around  those  obstacles.  Sometimes 
the  solution  is  no  more  than  a  matter  of  educating  bor¬ 
rowers  about  a  program  they  may  not  have  known 
about.  Sometimes,  the  answer  is  more  complex  for 
example,  how  to  restructure  a  loan  in  an  unconven- 
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tional  way  to  meet  some  special  need.  In  our 
Washington,  D.C.,  forum  this  past  June,  Hugh  Price 
pointed  out  the  importance  of  applying  our  experi¬ 
ence  from  the  mortgage  lending  arena  to  small-busi¬ 
ness  lending.  He  emphasized  the  importance  of 
micro  loans  to  stimulate  small  business  start-up. 

New  ideas  for  new  partnerships — that’s  what  our  out¬ 
reach  efforts  are  all  about. 

When  the  outreach  process  has  identified  regulatory 
obstacles  in  the  way,  we  have  moved  aggressively  to 
correct  them.  Let  me  pledge  to  you  here  and  now  that 
the  OCC  will  continue  to  do  everything  in  its  power  to 
eliminate  unnecessary  regulatory  barriers  to  the  con¬ 
summation  of  productive  partnerships  between 
banks  and  the  small-business  community.  With  small- 
business  lending  as  with  home  mortgage  lending,  we 
will  not  rest  until  we  begin  to  see  the  results  that  are 
so  long  overdue. 

Many  years  ago,  in  1915,  Ruth  Standish  Baldwin,  wife 


of  the  one  of  the  founders  of  the  Urban  League,  closed 
a  letter  to  a  friend  with  words  that  for  years  appeared 
on  each  sheet  of  the  organization’s  stationery.  “Let  us 
work,"  she  wrote,  “not  as  colored  people  nor  as  white 
people  for  the  narrow  benefit  of  any  group  alone,  but 
together,  as  American  citizens,  for  the  common  good 
of  our  common  city,  our  common  country.” 

I  can  think  of  no  finer  cause  to  inspire  our  dedication 
today. 

Let  us  work  to  form  more  partnerships  between  busi¬ 
nesses  and  Urban  League  chapters. 

Let  us  work  to  form  more  partnerships  with  banks  and 
other  financial  services  industries. 

Let  us  work  to  empower  entrepreneurial  businessmen 
and  women. 

Together  we  can  and  will  make  progress  for  the  com¬ 
mon  good  of  our  common  country. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  Risk 
Management  Planning  Seminar,  on  meeting  the  challenges  of  the  year-2000 
problem,  Washington,  D.C.,  September  25,  1997 


Few  people  can  better  attest  to  the  gap  between  the 
theory  and  practice  of  technology  than  the  folks  who 
man  the  customer  support  lines  for  the  big  personal 
computer  makers.  They've  heard  it  all.  According  to  a 
story  in  the  Wall  Street  Journal,  one  technician  report¬ 
ed  taking  a  call  from  a  woman  who  said  she  could  not 
figure  out  why  her  new  PC  failed  to  respond  to  repeat¬ 
ed  pushes  on  the  “foot  pedal” — her  computer’s 
mouse.  Then  there  was  the  irate  customer  who  com¬ 
plained  that  his  fax  modem  wasn’t  working,  even  after 
he’d  held  the  document  up  in  front  of  the  monitor  and 
pressed  the  “send"  button.  And,  the  consensus 
favorite,  the  caller  inquiring  about  warranty  repairs  on 
his  computer’s  broken  “cup  holder” — which,  upon 
questioning,  turned  out  to  be  the  load  drawer  for  the 
CD-ROM.  " 

In  a  lighthearted  way,  these  anecdotes  remind  us  of 
something  deadly  serious:  the  costs  and  vulnerabili¬ 
ties  associated  with  our  ever-growing  reliance  on 
computer  technology — costs  by  no  means  limited  to 
the  feelings  of  helplessness  and  frustration  that  we  all 
experience  from  time  to  time  as  we  take  part  in  the 
information  revolution.  Anyone  whose  data  has  been 
corrupted  or  obliterated  by  a  computer  virus  or  a 
hard-drive  crash — anyone  who  has  seen  elaborate 
system  security  violated  by  a  lone  hacker  knows  that 
these  problems  are  no  laughing  matter. 

And  neither  is  the  problem  I  am  here  to  speak  to  you 
about  today:  the  year  2000  (“Y2K”).  I  trust  that  Steve 
Malphrus’s  presentation  this  morning  cleared  up 
many  of  your  technical  questions  about  Y2K.  I  pro¬ 
pose  to  discuss  the  same  subject  from  a  somewhat 
different  perspective. 

When  I  first  heard  about  the  year-2000  problem  sev¬ 
eral  years  ago,  I  did  not  give  it  much  thought.  In  those 
years  I  would  have  dismissed  as  alarmist  suggestions 
that  Y2K  represented  a  serious  potential  threat  to  the 
safety  and  soundness  of  the  banking  system  and  to 
the  global  economy.  To  the  extent  that  Y2K  was  a 
problem,  it  looked  to  me  like  a  problem  that  the  tech¬ 
nical  wizards  who  developed  computers  could  easily 
handle 

Thar  initial  skepticism  was  misplaced.  The  Y2K  prob¬ 
lem  is  if  anything,  more  serious  than  we  had  imag¬ 
ined  We  ought  to  be  listening  to  the  experts  who  hold 


seminars  with  titles  like,  “If  You’re  Sleeping  Soundly  At 
Night,  Then  You  Don’t  Understand  the  Year-2000 
Problem.”  Because  too  many  of  us  don’t.  Too  many  of 
us  are  still  in  denial.  Too  many  of  us  continue  to  nour¬ 
ish  illusions  that  the  solution  is  right  around  the  cor¬ 
ner.  Or  that  the  real  impact  of  the  problem  will  be  lim¬ 
ited  to  a  handful  of  businesses  particularly  suscepti¬ 
ble  to  it.  Or  that  software  vendors  will  take  care  of  it. 
Or  that  we  have  plenty  of  time  left  to  deal  with  it. 

So  I  have  two  goals  this  afternoon.  First,  I  want  to  dis¬ 
abuse  you  of  any  lingering  misconceptions  you  may 
have  on  this  score,  and  make  it  unmistakably  clear 
that  year  2000  represents  a  challenge  of  major  pro¬ 
portions  that  will  not  go  away.  Second,  I  want  to  tell 
you  about  the  steps  we  are  taking  at  the  OCC — both 
on  our  own  and  as  a  member  of  the  U.S.  and  interna¬ 
tional  bank  regulatory  communities — to  help  protect 
against  the  possibility  of  serious  harm  to  the  world’s 
financial  structure  when  the  clock  strikes  midnight  on 
January  1 ,  2000. 

Ultimately,  however,  the  responsibility  for  averting  cat¬ 
astrophe  rests  with  you.  The  actions  you  take — or  do 
not  take — in  response  will  determine  the  extent  of  the 
disruption  that  will  occur  on  that  momentous  day.  That 
there  will  be  some  disruption  should  by  now  be  taken 
for  granted.  But  by  working  together,  we  can  minimize 
the  pain  and  greet  the  coming  millennium  with  opti¬ 
mism  instead  of  anxiety. 

One  way  of  illustrating  the  seriousness  of  the  problem 
is  to  hark  back  to  a  not-nearly-so-momentous  calen¬ 
dar  anomaly — February  29,  1996.  That  was  a  leap 
year  day — the  day  when  the  world  got  the  first  small 
hint  of  how  calendar-related  computer  problems 
could  disrupt  the  marketplace.  This  case  involved  just 
one  stray  day,  as  opposed  to  a  millennium.  The  vast 
majority  of  the  world's  systems  did  not  miss  a  beat. 
And  yet  .  .  .  the  Brussels  stock  exchange  had  to  shut 
down  for  the  day,  at  a  cost  of  more  than  $1  million  in 
commissions.  An  aluminum  factory  in  New  Zealand 
likewise  lost  a  day’s  production,  worth  another  $1  mil¬ 
lion.  The  Arizona  state  lottery  commission  could  not 
pay  out  winnings.  Countless  smaller  events  did  not 
make  the  headlines  but  still  involved  significant  loss¬ 
es  for  the  firms  involved.  And  this,  remember,  was  an 
event  involving  a  single  day  for  which  everyone 
thought  they  were  prepared. 
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Time  has  become  the  enemy  as  we  advance  toward 
the  millennium.  For  anyone  who  thinks  otherwise,  ask 
yourself  when  you  last  heard  of  the  introduction  of  a 
new  software  application  that  did  not  require  addi¬ 
tional  days  or  weeks  or  months  beyond  the  original 
schedule.  But  the  changes  required  to  prepare  for 
year  2000  allow  for  no  slippage.  January  1,  2000  will 
wait  for  no  one.  The  truth  is  that  all  the  system 
changes  will  have  to  be  in  place  at  least  a  year  before 
then,  to  allow  the  minimum  time  necessary  for  testing. 
Yet  Y2K  has  been  accurately  described  as  “the  pro¬ 
ject  that  cannot  be  late.” 

Indeed,  some  analysts  say  that  it  is  already  too  late 
for  those  firms  that  have  not  already  identified  their 
needs  and  made  provision  for  the  technical  assis¬ 
tance  they  need  to  implement  and  test  the  changes 
their  systems  require.  I  don’t  happen  to  agree  with 
such  fatalistic  prognoses.  But  certainly  the  time  is 
growing  perilously  short.  In  some  relevant  computer 
specialties,  the  most  talented  technicians  are  already 
booked  and  committed  to  year-2000  remediation.  Any 
firm  that  has  not  yet  developed  a  plan  of  action  might 
pay  a  heavy  price  for  procrastination.  Depending 
upon  their  needs,  they  may  find  that  help  is  unavail¬ 
able  at  any  price. 

For  banks,  Y2K  poses  challenges  of  unprecedented 
urgency  and  complexity.  Because  the  banking  indus¬ 
try  was  among  the  first  to  adopt  computer  automa¬ 
tion,  banks  today  may  well  have  more  applications 
running  simultaneously  than  any  sector  of  the  econo¬ 
my.  Some  big  banks  run  thousands  of  applications, 
some  superimposed  on  top  of  one  another.  Many 
have  millions  of  lines  of  code,  which  have  to  be  read 
to  find  which  ones  need  modification.  And  then  they 
have  to  be  tested  for  interoperability — not  only  with 
each  other,  but  with  the  countless  external  systems, 
foreign  and  domestic,  with  which  banks  daily  interact. 
Many  experts  tell  us  that  the  testing  process  will  be 
the  most  difficult  part  of  the  whole  process,  because 
the  fix  adopted  for  one  system  may  not  be  compati¬ 
ble  with  the  fix  adopted  for  another. 

In  addition,  bankers  have  many  things  to  worry  about 
aside  from  getting  their  own  houses  in  order.  As  you 
well  know,  today’s  world  of  financial  services  is 
intensely  competitive.  Bankers  who  are  slow  to  solve 
the  Y2K  problem  not  only  run  operational  risks,  they 
invite  predatory  competitors  who  may  be  further 
along  in  the  Y2K  renovation  process  and  will  adver¬ 
tize  that  fact.  We  know,  for  example,  that  the  securi¬ 
ties  trade  association,  the  SIA,  has  moved  aggres¬ 
sively  to  coordinate  its  members’  response  to  the 
issue.  The  banking  industry  has  no  such  coordinated 
effort  under  way.  But  let  banks  start  missing  interest 
payments,  bungling  stock  transfers,  or  miscalculating 


dividend  or  maturity  dates  due  to  a  Y2K  slipup,  and 
the  world  will  hear  about  it  from  non-bank  competi¬ 
tors.  Bankers  simply  cannot  afford  to  let  that  happen. 

That’s  not  the  only  external  danger  inherent  in  Y2K. 
When  I  say  that  the  year  2000  is  a  safety  and  sound¬ 
ness  issue,  I  mean  that  in  the  most  literal  sense  of  the 
words.  Many  experts  predict  a  rise  in  business  bank¬ 
ruptcies  among  firms  unable  to  complete  timely  Y2K 
renovations.  I’ve  seen  estimates  of  business  failures 
increasing  by  as  much  as  10  percent.  Most  busi¬ 
nesses  will  feel  the  effects  of  Y2K  project  costs  in  their 
cash  flows,  which  may  impair  their  ability  to  manage 
and  service  debt.  Banks  can  and  must  take  steps 
now  to  minimize  the  risk  that  loans  extended  today 
will  not  turn  sour  on  January  1,  2000.  It  is  clear  that 
they  will  have  to  be  even  more  diligent  about  monitor¬ 
ing  their  customers'  Y2K  progress,  in  the  same  way 
that  they  now  monitor  their  big  customers’  financial 
condition. 

To  help  banks  meet  these  challenges  and  the  host  of 
others  related  to  the  year  2000,  the  OCC  has  under¬ 
taken  a  comprehensive  plan  of  action,  involving 
supervisory  guidance,  on-site  inspection,  and  follow¬ 
up  examinations  or  reviews.  Our  guidance  has 
stressed  two  points:  first,  banks  must  implement  a 
comprehensive  project  management  program  for 
their  own  computer  processes,  because  correcting 
systems  and  software  for  the  year  2000  involves  a 
broad  sweep  of  a  bank’s  operations.  Contingency 
plans  must  be  formulated  to  deal  with  unforeseen 
problems,  and  senior  bank  management  should  be 
directly  involved  in  the  entire  effort.  Second,  banks 
need  to  account  for  the  variety  of  potential  risks  attrib¬ 
utable  to  the  year  2000,  including  reliance  on  ven¬ 
dors’  renovation  efforts,  linkages  to  other  systems, 
and  potential  credit  risk  exposure  if  large  corporate 
borrowers  fail  to  address  their  own  year-2000  prob¬ 
lems. 

These  themes  were  embodied  in  the  detailed  state¬ 
ment  issued  in  June  1996  by  the  federal  banking 
agencies,  working  through  the  FFIEC — a  statement 
that  strongly  encouraged  depository  institutions  to 
complete  an  inventory  of  core  computer  functions 
and  to  set  priorities  for  compliance.  In  May  1997,  the 
OCC  and  other  agencies  issued  a  second  statement 
through  the  FFIEC,  along  with  interagency  guidance 
for  banks  and  examiners  on  year-2000  project  com¬ 
pliance.  Still  more  detailed  FFIEC  guidance,  suggest¬ 
ing  practical  solutions  to  some  common  problems, 
will  soon  be  ready  for  issuance. 

Because,  as  I  noted  earlier,  Y2K  is  a  problem  with 
global  ramifications,  the  OCC  has  taken  the  lead  in 
focusing  the  attention  of  the  international  supervisory 
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community  on  the  issue.  One  thing  that  especially 
concerns  us  is  that  Y2K  coincides  with  the  scheduled 
introduction  of  the  new  European  currency  unit,  the 
Euro  We  want  to  make  sure  that,  for  institutions  active 
in  international  currency  trading,  Y2K  compliance 
does  not  suffer  because  scarce  technical  resources 
are  being  dedicated  to  Euro  conversion  instead.  After 
extensive  discussions  and  technical  analysis,  the 
G-10  Governors  have  just  released  a  report  that  puts 
all  Y2K  issues  into  perspective,  outlines  the  steps  that 
financial  institutions  need  to  take  to  resolve  the  prob¬ 
lem,  and  identifies  the  role  of  bank  supervisors  in 
helping  to  assure  success.  At  the  same  time,  the 
OCC  has  conducted  a  survey  of  large  national  banks 
to  determine  the  extent  to  which  Euro  projects  are 
interfering  with  Y2K  compliance  efforts.  For  the  most 
part,  bankers  are  telling  us  that  they  can  manage 
both  projects  without  compromising  either. 

Yet,  as  I  told  the  Senate  Subcommittee  on  Financial 
Services  and  Technology  in  testimony  this  past  July,  it 
is  not  enough  that  we  issue  advisories  and  leave  it  at 
that.  The  OCC  has  established  a  high  profile  on  Y2K 
matters  in  the  banks  under  its  supervision.  In  con¬ 
junction  with  the  interagency  guidance  released  in 
May,  we  surveyed  every  national  bank  about  its  plans 
for  dealing  with  Y2K. 

Our  survey  found  that  some  85  percent  of  the  largest 
national  banks — and  a  similar  percentage  of  the  large 
bank  data  processors  and  vendors — had  meaningful 
Y2K  programs  under  way.  For  smaller  banks,  howev¬ 
er,  our  survey  produced  more  troubling  results — 
results  recently  confirmed  by  a  Sheshunoff  survey  of 
state  and  national  community  banks.  Fifteen  percent 
of  these  banks  have  not  taken  the  most  basic  steps  in 
addressing  this  issue.  Another  20  percent  of  these 
smaller  banks  are  just  starting  to  address  the  prob¬ 
lem.  Even  among  the  larger  banks,  where  the  prob¬ 
lem  seems  to  be  well  understood,  the  steps  being 
taken  to  meet  it  were  often  found  to  be  inadequate. 
Weaknesses  included  a  lack  of  a  formalized  budget 
dedicated  to  Y2K  compliance,  incomplete  prioritiza¬ 
tion  of  the  systems  to  be  corrected,  and  timetables 
not  sufficiently  aggressive  to  bring  the  bank  into  com¬ 
pliance  in  a  timely  manner. 

We  want  all  banks  to  succeed  in  meeting  the  Y2K 
challenge  We  are  doing  everything  in  our  power  to 
ensure  that  banks  under  OCC  supervision  understand 
what  the  situation  demands  and  respond  accordingly. 
By  the  end  of  this  week,  I  expect  to  release  a  letter  to 


all  national  banks  and  vendor  CEOs  expressing  my 
concerns  about  the  banks  that  are  not  doing  enough 
to  prepare  for  the  year  2000.  We  will  help  in  any  appro¬ 
priate  way  that  we  can.  But  let  me  emphasize  that  for 
banks  that  just  don't  get  the  message  or  take  the  nec¬ 
essary  corrective  steps,  we  will  not  hesitate  to  use  any 
and  all  supervisory  tools  and  enforcement  powers  to 
ensure  that  banks  meet  the  safety  and  soundness 
challenge  posed  by  the  year  2000. 

The  May  FFIEC  interagency  statement  and  guidance 
informed  banks  that  the  federal  banking  agencies 
would  be  conducting  uniform  supervisory  reviews  of 
financial  institutions’  conversion  efforts  by  mid  1998. 
Shortly  thereafter,  the  OCC  made  the  decision  to 
examine,  on-site,  every  national  bank  for  year-2000 
compliance  by  that  deadline.  Since  June,  we  have 
conducted  nearly  250  of  these  examinations,  with 
special  attention  to  the  community  banks  that  our  ear¬ 
lier  survey  identified  as  a  problem  area  in  regard  to 
Y2K  compliance.  Although  the  results  of  this  first 
round  of  examinations  have  not  been  fully  analyzed,  I 
can  tell  you  that  we  are  finding  some  problems  that 
have  to  be  dealt  with.  Community  banks,  which  are 
much  more  likely  to  depend  upon  outside  vendors  for 
their  data  processing  needs,  also  depend  upon 
assurances  from  these  vendors  that  they  have  the 
problem  well  in  hand.  In  some  cases,  these  assur¬ 
ances  are  entirely  legitimate.  In  others,  we  find  a  great 
deal  more  wishful  thinking  than  accomplished  fact. 

Let  me  make  this  absolutely  clear:  every  bank  must 
meet  its  timetable  for  compliance,  whether  data  pro¬ 
cessing  is  performed  in-house  or  by  an  external  ven¬ 
dor.  It  is  the  bank’s  responsibility  to  monitor  vendors’ 
progress  and  to  know  their  schedules  for  compliance. 
In  the  event  that  a  vendor  cannot  meet  established 
deadlines,  the  bank  must  exercise  a  contingency 
plan  and  secure  those  services  elsewhere.  The  risks 
associated  with  noncompliance — credit  risk,  opera¬ 
tional  risk,  reputational  risk,  strategic  risk — will  be 
borne  by  the  bank,  not  the  vendor. 

This  is  one  of  those  moments  in  time  when  we  face  a 
problem  larger  than  any  one  of  us  alone.  The  respon¬ 
sibility  upon  each  of  us  is  great,  and  yet,  as  individuals, 
we  can  only  do  so  much.  Working  in  concert — 
bankers,  regulators,  and  vendors,  in  this  country  and 
abroad — we  can  get  the  job  done.  Technology  has 
long  been  our  great  strength.  Let  us  work  together  to 
see  to  it  that  it  does  not  become  a  serious  stumbling 
block. 
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Interpretations — July  1  to  September  30,  1 997 


Interpretive  Letters 


Laws 


Regulations 


Subjects 

Confirmation  that  a  bank  may  elect  the  corporate  governance  provisions  of  Iowa 


Applicability  of  Community  Reinvestment  Act  regulations  to  a  financial  institution’s 
investment  in  a  national  equity  fund  that  invests  in  Low  Income  Housing  Tax 


Explanation  of  OCC  action  to  direct  a  bank  counsel  not  to  produce  OCC 
examination  reports  in  response  to  a  state  court  order  . 

Whether  a  state  bank  commissioner  can  require  a  national  bank  to  remove  its 
name  and  logo  from  bank-owned,  off-site  automated  teller  machines  .... 


Applicability  of  the  Community  Reinvestment  Act  regulations  to  financial 

institutions’  investments  in  a  fund  based  on  women-owned  businesses  in  the 


Whether  financial  institutions  that  finance  the  renovation  of  the  Parkchester 

condominium  complex  in  the  Bronx  would  receive  positive  consideration  under 
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Subjects  (continued) 

Evaluation  under  Community  Reinvestment  Act  regulations  of  the  AAA 

Mortgage-Backed  Security  investments  products  of  an  institution  . 794 

Consideration  under  Community  Reinvestment  Act  regulations  of  investments  by  a 
bank  in  two  subsidiary  community  development  corporations . 795 

Confirmation  that  a  proposed  arrangement  between  two  banks  in  two  states 

involves  correspondent  services  and  would  not  raise  branching  concerns  . 796 

Consideration  under  Community  Reinvestment  Act  regulations  of  an  investment  in 
socio-economic  investment  notes  offered  by  the  SEinvestors  Fund . 797 

Whether  investments  of  an  institution  in  non-rated  (community  development) 

securities,  which  are  secured  by  loan  pools,  could  be  considered  as  loans  under 
Community  Reinvestment  Act  regulations  . 798 

Guidance  under  Community  Reinvestment  Act  regulations  of  financial  institution 
participation  in  funds  such  as  the  CRA  Industrial  Growth  Fund  (a  private  equity 
limited  partnership) . 799 
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Interpretive  Letters 

786 — June  9,  1997 

12  USC  59 
12  USC  83 

[  ] 

Re:  [  ]  (bank) 

Dear  [  ]: 

This  is  in  response  to  the  bank’s  request  for  confir¬ 
mation  that  it  may  elect  the  corporate  governance 
provisions  of  Iowa  law,  and  complete  a  reverse  stock 
split  in  accordance  with  those  provisions.  For  the 
reasons  described  below,  we  conclude  that  the  bank 
may,  after  filing  an  application  under  12  CFR  5.46 
and  receiving  OCC's  approval,  effect  the  proposed 
reverse  stock  split  by  following  the  provisions  of  Iowa 
law. 

Background 

The  bank  proposes  to  elect  the  corporate  gover¬ 
nance  provisions  of  Iowa  law  through  amendments  to 
its  articles  of  association  (“articles”)  and  bylaws,1  and 
engage  in  a  reverse  stock  split  as  provided  by  Iowa 
law.  The  bank  proposes  the  reverse  stock  split  to 
enable  the  bank  to  convert  to  a  Subchapter  S  corpo¬ 
ration  and  to  reduce  its  expenses  in  conducting 
shareholder  meetings  and  providing  disclosures  to 
minority  shareholders. 

The  bank  desires  to  reduce  the  number  of  its  share¬ 
holders  in  order  to  be  able  to  attain  Subchapter  S  sta¬ 
tus.  Accordingly,  it  would  conduct  the  reverse  stock 
split  to  increase  [  ]  (“holding  company”)  own¬ 

ership  to  100  percent  of  the  shares. 

The  bank  proposes  first  to  decrease  the  par  value  of 
its  shares,  so  that  at  all  stages  of  the  reverse  stock 
split  the  par  value  would  remain  under  $100  per 
share.  The  bank  would  then  replace  its  outstanding 
common  stock  with  new  shares  of  common  stock  at  a 
rate  of  232.45  to  1.  As  a  result,  all  shareholders  other 
than  the  holding  company  would  own  less  than  one 


"'The  bank's  shareholders  would  approve  an  amendment  to  the 
articles  that  would  elect  Iowa  corporate  governance  law  in  accor¬ 
dance  with  12  USC  21a,  and  the  board  of  directors  would  adopt 
similar  provisions  in  the  bylaws. 


share  of  the  bank’s  stock.  The  bank  would  then  pay 
cash  to  shareholders  for  fractional  shares/ 

Applicable  Law 

National  banks  may  adopt  corporate  governance 
procedures  that  comply  with  applicable  federal  bank¬ 
ing  law  and  safe  and  sound  banking  practices.  OCC 
regulations  provide  that 

To  the  extent  not  inconsistent  with  applicable 
federal  banking  statutes  or  regulations,  or 
bank  safety  and  soundness,  a  national  bank 
may  elect  to  follow  the  corporate  governance 
procedures  of  the  law  of  the  state  in  which  the 
main  office  of  the  bank  is  located,  the  law  of 
the  state  in  which  the  holding  company  of  the 
bank  is  incorporated,  the  Delaware  General 
Corporation  Law,  Del.  Code  Ann.  Tit.  8  (1991, 
as  amended  1994,  and  as  amended  there¬ 
after),  or  the  Model  Business  Corporation  Act 
(1984,  as  amended  1994,  and  as  amended 
thereafter).  A  national  bank  shall  designate  in 
its  bylaws  the  body  of  law  selected  for  its  cor¬ 
porate  governance  procedures. 

12  CFR  7.2000(b). 

Iowa  statutory  law  expressly  permits  state  banks  to 
conduct  reverse  stock  splits.  Iowa  Code  524.1509 
(1991).  Iowa  statutes  also  contain  provisions  govern¬ 
ing  reverse  stock  split  transactions.  See  id.  at 
Sections  490.1302(d)(5)  (dissenters’  rights  for  share¬ 
holders  whose  interests  are  reduced  to  fractional 
shares  that  are  acquired  for  cash),  502.102(f)(2) 
(stock  splits  other  than  reverse  stock  splits  are  not 
offers  or  sales  of  securities),  502.203(13)  (reverse 
stock  splits  exempt  from  registration  and  filing 
requirements  of  state  securities  law),  and  502.214 
(limitations  on  takeover  offers  within  two  years  after 
any  of  a  number  of  listed  transactions,  including 
reverse  stock  splits). 

The  National  Bank  Act  does  not  specifically  address 
the  authority  of  a  national  bank  to  effect  a  reverse 
stock  split.  Several  sections  of  the  National  Bank  Act, 
however,  specifically  provide  for  certain  aspects  of 
reverse  stock  splits  and,  when  read  together,  permit 
those  transactions.  Section  59  permits  a  national 


^The  bank  originally  proposed  to  cash  out  minority  shareholders 
at  book  value,  but  has  amended  the  proposal  to  pay  fair  value, 
which  may  be  greater  than,  or  less  than,  book  value  See  Security 
State  Bank  v.  Ziegeldorf,  554  N  W  2d  884  (Iowa  1996) 
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bank  to  reduce  its  capital  upon  the  vote  of  sharehold¬ 
ers  holding  two-thirds  of  its  capital  stock  and  OCC 
approval  12  USC  59  A  national  bank  may  engage  in 
a  number  of  corporate  combinations,  including  merg¬ 
ers  and  consolidations,  but  it  must  provide  dis¬ 
senters’  rights.  12  USC  214a-215a.  Section  83  gen¬ 
erally  prohibits  a  national  bank  from  purchasing,  or 
making  a  loan  secured  by,  its  own  stock.  12  USC  83. 
The  OCC  has  interpreted  section  83,  however,  to 
allow  national  banks  to  hold  treasury  stock  for  legiti¬ 
mate  corporate  purposes,  after  obtaining  OCC 
approval  pursuant  to  12  USC  59.  See  12  CFR  7.2020 
and  Interpretive  Letter  No.  660,  reprinted  in 
[1994-1995  Transfer  Binder]  Fed.  Banking  L.  Rep.  H 
83,608  (Dec.  10,  1994). 

The  OCC  routinely  approved  national  bank  reverse 
stock  splits  until  1990, 3  when  the  Court  of  Appeals  for 
the  Seventh  Circuit  concluded  that  a  national  bank’s 
reverse  stock  split  plan  violated  12  USC  83  and 
214a-215a.  See  Bloomington  Natl  Bank  v.  Telfer, 
916  F.2d  1305  (7th  Cir.  1990).  The  OCC  had 
approved  the  bank’s  plan  to  use  a  reverse  stock  split 
to  freeze-out  minority  shareholders  and  become  a 
wholly  owned  subsidiary  of  its  majority  shareholder 
holding  company.  The  bank  proposed  to  pay  its 
minority  shareholders  less  than  50  percent  of  the 
stock’s  fair  value  and  did  not  provide  shareholders 
dissenters'  rights.  The  court  based  its  decision  in 
large  part  on  the  fact  that  the  bank’s  proposed  cash 
payment  to  the  minority  shareholders  was  below  the 
fair  value  of  the  stock,  and  dissenting  shareholder 
rights  were  not  provided. 

The  court  below  had  held  that  the  bank's  plan  violat¬ 
ed  section  83,  which  prohibits  national  banks  from 
purchasing  or  making  loans  secured  by  their  own 
stock.  See  Bloomington  Natl  Bank  v.  Telfer ,  699  F. 
Supp.  190  (S.D.  Ind.  1988).  The  court  rejected  the 
OCC’s  argument  that  section  59,  which  permits  a 
national  bank  to  remit  cash  to  shareholders  for  the 
purpose  of  reducing  its  capital,  took  precedence  over 
section  83  and  authorized  the  bank’s  plan.  The  court 
found  that  the  only  purpose  of  the  bank’s  plan  was  the 


^The  OCC  formerly  allowed  national  banks  to  effect  reverse  stock 
splits  that  complied  fully  with  applicable  law.  See  OCC  Interpretive 
Letter  No  275  reprinted  in  [1983-1984  Transfer  Binder]  Fed. 
Banking  L  Rep  H  85,439  (October  21 ,  1983).  On  occasion,  nation- 
a  banks  effecting  reverse  stock  splits  would  find  it  necessary  to 
r a  se  tt  eir  stock  s  par  value  in  excess  of  the  statutory  limit  of  $100 
p- ' s-  .ire  See  12  USC  52  National  banks  can  comply  with  section 
,2  requirements  by  establishing  a  temporary  account  designated 
ipita  over  par  See  OCC  Interpretive  Letter  No.  313,  reprinted  in 
■r  Binder]  Fed  Banking  L  Rep  H  85,483 
(October  22.  1984)  In  this  instance,  the  bank  has  chosen  to 
addres-j  this  issue  by  decreasing  the  par  value  of  its  shares. 


elimination  of  minority  shareholders,  and  not  a  reduc¬ 
tion  in  capital  in  accordance  with  section  59. 

The  court  below  also  found  that  Congress  and  the 
OCC  permitted  national  banks  to  use  sections  214a, 
215,  and  215a  to  become  wholly  owned  subsidiaries 
of  holding  companies.  The  proposed  reverse  stock 
split,  while  not  technically  a  merger  or  consolidation, 
was  the  same  type  of  transaction  for  which  Congress 
had  enacted  dissenters’  rights  provisions  in  sections 
214a,  215,  and  215a  to  protect  minority  shareholders. 
The  court  concluded  that  the  bank’s  attempt  to  struc¬ 
ture  a  transaction  to  avoid  dissenters’  rights  provi¬ 
sions  was  “contrary  to  the  clear  intent  of  Congress.” 
Id.,  699  F.  Supp.  at  194.  Because  the  National  Bank 
Act  provides  explicit  authority  for  freeze-outs  only  in 
sections  214a  through  215a,  and  the  Bloomington 
transaction  failed  to  provide  dissenters’  rights  avail¬ 
able  under  those  statutory  provisions,  the  court  found 
that  the  transaction  violated  those  provisions. 

The  Seventh  Circuit  also  found  that  the  proposed 
reverse  stock  split  violated  12  USC  83  and 
214a-215a,  after  concluding  that  the  transaction  had 
no  legitimate  business  purpose  and  failed  to  provide 
for  dissenters’  rights.  The  Seventh  Circuit  expressly 
declined  to  answer  whether  section  83  prohibits  all 
reverse  stock  split  freeze-outs,  noting  that  its  opinion 
was  limited  to  the  facts  of  the  case.  Bloomington , 
supra,  916  F.2d  at  1308  n.4,  1309. 

More  recently,  two  other  courts  have  considered 
whether  the  National  Bank  Act  authorized  the  OCC  to 
approve  transactions  in  which  national  banks  sought 
to  cash  out  minority  shareholders.  The  Court  of 
Appeals  for  the  Eleventh  Circuit  found  that  the  OCC 
lacked  the  authority  to  approve  bank  mergers  that 
required  minority  shareholders  to  accept  cash  for  their 
shares  while  majority  shareholders  were  eligible  to 
receive  stock  in  the  resulting  bank,  even  in  cases 
where  the  minority  shareholders  had  appraisal  rights. 
Lewis  v.  Clark,  911  F.2d  1558  (11th  Cir.  1990),  reh’g 
denied,  972  F.2d  1351  (1991).  Most  recently,  the  Court 
of  Appeals  for  the  Eighth  Circuit  distinguished  Lewis  v. 
Clark  and  found  that  a  national  bank  could  cash  out 
minority  shareholders,  consistent  with  the  National 
Bank  Act,  as  long  as  there  is  a  valid  business  purpose 
for  the  transaction  and  the  minority  shareholders  are 
entitled  to  dissenters’  rights.  NoDak  Bancorporation  v. 
Clarke,  998  F.2d  1416  (8th  Cir.  1993). 

A  bank’s  decision  to  reduce  the  number  of  its  share¬ 
holders  to  qualify  for  Subchapter  S  status  is  the  type 
of  business  purpose  courts  have  viewed  as  legitimiz¬ 
ing  reverse  stock  split  transactions.  See  Leader  v. 
Hycor,  Inc.,  479  N.E.2d  173  (Mass.  1985);  Teschner\/. 
Chicago  Title  &  Trust  Co.,  322  N.E.2d  54  (III.  1974). 
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Reducing  corporate  expenses  and  simplifying  corpo¬ 
rate  procedures  are  also  legitimate  business  purpos¬ 
es.  Teschner ,  supra ,  322  N.E.2d  at  54. 

Discussion 

The  bank  may  adopt  Iowa  corporate  governance  pro¬ 
cedures,  to  the  extent  that  those  procedures  are  not 
inconsistent  with  applicable  federal  banking  statutes 
or  regulations.  OCC  regulation  expressly  permits  a 
national  bank  to  elect  the  corporate  governance  pro¬ 
cedures  of  the  law  of  the  state  in  which  the  main  office 
of  the  bank  is  located.  1 2  CFR  7.2000(b).  Because  the 
main  office  of  the  bank  is  located  in  Iowa,  the  bank 
may  elect  Iowa  corporate  governance  procedures. 

Iowa  law  allowing  reverse  stock  splits  are  not  incon¬ 
sistent  with  applicable  federal  banking  statutes  or 
regulations.  No  provision  of  federal  law  expressly  pro¬ 
hibits  reverse  stock  splits.  Several  provisions  of  the 
National  Bank  Act  authorize  the  elements  of  a  reverse 
stock  split,  and  when  read  together,  allow  a  national 
bank  to  engage  in  a  reverse  stock  split  for  a  legitimate 
corporate  purpose  if  dissenting  shareholder  rights 
are  provided.  See  also  OCC  Interpretive  Letter  No. 
660,  supra. 

To  effect  the  first  element  of  the  reverse  stock  split, 
the  bank  proposes  to  amend  its  articles  to  decrease 
the  number  of  authorized  shares  of  common  stock 
and  to  increase  the  par  value  of  each  share.  Banks 
may  amend  their  articles  by  the  vote  of  the  holders  of 
a  majority  of  the  voting  shares  of  stock  to  determine 
the  number  and  par  value  of  bank  shares.  See  12 
USC  21a;  see  also  12  USC  52  (par  value  may  not 
exceed  $100  per  share). 

To  effect  the  second  element  of  a  reverse  stock  split, 
the  bank  proposes  to  replace  each  of  the  currently 
outstanding  common  stock  with  new  common  stock  at 
the  rate  of  one  share  of  new  common  stock  for  each 
232.45  shares  of  currently  outstanding  common  stock. 
The  bank  would  pay  cash  for  any  fractional  shares 
outstanding.  National  banks  have  express  authority  to 
pay  the  cash  equivalent  of  fractional  shares  of  stock. 
12  CFR  7.2023(c).  The  cash  equivalent  must  be 
based  on  the  market  value  of  the  stock  or,  if  no  market 
exists,  a  reliable  and  disinterested  determination  as  to 
the  fair  market  value  of  the  stock.  Id. 

Although  12  USC  83  generally  prohibits  a  national 
bank  from  purchasing  its  own  stock,  this  prohibition  is 
not  absolute.  Section  83  was  enacted  to  prevent  a 
national  bank  from  impairing  its  own  capital,  and  risk¬ 
ing  injury  to  creditors  in  the  event  of  insolvency,  by 
purchasing  and  holding  its  own  capital  stock.  Letter 
from  Donald  N.  Lamson,  Assistant  Director,  Securities 


and  Corporate  Practices  Division  (March  27,  1992) 
(unpublished).  The  OCC  has  interpreted  section  83  to 
permit  a  national  bank’s  ownership  of  its  own  stock  as 
long  as  a  legitimate  corporate  purpose  for  the  owner¬ 
ship  exists.  See  12  CFR  7.2020  and  OCC  Interpretive 
Letter  No.  660,  supra. 

Judicial  authority  also  provides  support  for  conclud¬ 
ing  that  reverse  stock  splits  for  legitimate  business 
purposes  can  be  consistent  with  the  National  Bank 
Act.  In  NoDak ,  the  Eighth  Circuit  held  that  national 
banks  could  effect  freeze-  out  mergers  to  allow  a 
holding  company  to  obtain  100  percent  ownership  so 
long  as  the  national  bank  has  a  valid  corporate  pur¬ 
pose  and  observes  dissenters’  rights.  The  NoDak 
court  found  that  a  national  bank  may  engage  in  any 
merger  not  inconsistent  with  sections  214a,  215,  and 
215a,  and  that  freeze-out  mergers  are  not  inconsis¬ 
tent  with  those  sections.  NoDak ,  supra ,  998  F.2d  at 
1419-20,  1425. 4  Thus,  applicable  statutory  provisions 
and  certain  judicial  precedent  would  permit  reverse 
stock  splits  for  legitimate  business  purposes,  provid¬ 
ed  dissenters’  rights  are  available. 

The  bank  has  articulated  legitimate  business  purpos¬ 
es  in  effecting  a  reverse  stock  split.  The  bank  cur¬ 
rently  has  fewer  than  75  shareholders  and  already 
may  qualify  for  Subchapter  S  status  on  that  account, 
but  the  bank  believes  that  it  cannot  currently  obtain 
the  unanimous  shareholder  consent  required  to 
become  a  Subchapter  S  corporation.  See  26  USC 
1361(b)(1)(A),  1362(a)(2).  Qualification  for 

Subchapter  S  status  requires  obtaining  unanimous 
shareholder  approval  as  well  as  achieving  the 
required  maximum  number  of  shareholders. 
Accordingly,  the  bank  can  pursue  the  reverse  stock 
split  in  order  ultimately  to  obtain  the  unanimous  share¬ 
holder  approval  for  reorganizing  as  a  Subchapter  S 
corporation.  Eliminating  burdens  associated  with  a 
large  shareholder  constituency  is  a  proper  business 
purpose.  Leader ,  supra,  479  N.E.2d  at  178.  It  also  is 
a  valid  business  purpose  to  effect  a  merger  in  order 
to  reduce  corporate  expenses  associated  with  share¬ 
holder  communications  and  meetings.  Teschner, 
supra,  322  N.E.2d  at  58. 

To  avoid  undermining  the  purposes  of  12  USC  214, 
215,  and  215a,  however,  a  reverse  stock  split  must 
provide  shareholders  reasonable  dissenters'  rights  to 


4Although  the  Eleventh  Circuit  in  Lewis  held  that  national  banks 
may  not  effect  freeze-  out  mergers  that  require  holders  of  stock  of 
equal  standing  to  take  different  forms  of  consideration,  this  is  a 
minority  view.  The  Seventh  Circuit  in  Bloomington  declined  to  deter¬ 
mine  if  reverse  stock  splits  would  be  permissible  for  valid  business 
purposes  if  dissenting  shareholders'  rights  were  provided 


Quarterly  Journal,  Vol.  16,  No.  4,  December  1°‘  8r 


ensure  that  they  receive  a  fair  price  for  their  shares. 
Those  dissenters’  rights  need  not  be  identical  to  those 
located  in  sections  214a,  215,  and  215a.  Accordingly, 
the  bank  may  effect  a  reverse  stock  split  as  long  as  it 
has  a  valid  corporate  purpose  for  the  transaction  and 
observes  appropriate  dissenters’  rights. 

Iowa  law  governing  reverse  stock  splits  provides 
minority  shareholders  with  dissenters’  rights.5  Iowa 
Code  490. 1302(1  )(d)(5)  (1991).  Banks  must  include 
notice  of  dissenters’  rights  with  the  notice  for  the 
meeting  at  which  the  shareholders  will  vote  on  the 
reverse  stock  split.  Id.  at  Section  490.1320.  Any 
shareholder  who  wishes  to  dissent  must  give  notice  to 
the  bank  of  intent  to  dissent  and  may  not  vote  in  favor 
of  the  reverse  stock  split  at  the  shareholders’  meet¬ 
ing.  Id.  at  Section  490.1321.  After  the  meeting,  the 
bank  must  send  written  notice  to  all  dissenters  con¬ 
cerning  the  procedure  for  demanding  payment.  Id.  at 
Section  490.1322.  Dissenting  shareholders  must  then 
demand  payment,  and  the  bank  must  make  payment 
to  the  shareholders.  Id.  at  Sections  490.1323, 
490.1325.  Any  shareholder  who  is  dissatisfied  with 
the  payment  offered  must  provide  the  bank  with  an 
estimate  of  fair  value.  Id.  at  Section  490.1328.  The 
bank  must  then  either  pay  the  amount  requested  by 
the  shareholder,  or  seek  an  appraisal  from  the  court. 
Id.  at  Section  490.1330.  In  an  appraisal  proceeding, 
the  court  has  substantial  latitude  to  assess  fees  and 
expenses  of  the  proceeding  against  either  party.  Id. 
at  Section  490.1331 . 

The  dissenters’  rights  for  bank  shareholders  under 
Iowa  law  afford  comparable  protections  to  the  dis¬ 
senters’  rights  provisions  in  the  National  Bank  Act. 
Under  both  provisions  of  law,  a  minority  shareholder 
in  a  reverse  stock  split  has  the  right  to  dissent  and 
receive  fair  value  for  the  shares.6  The  corporation 


^Similarly,  the  National  Bank  Act  provides  for  dissenters'  rights. 
12  USC  214a(b),  21 5(b)— (d),  and  215a(b)-(d).  A  dissenting  share¬ 
holder  must  either  vote  against  the  merger,  or  give  written  notice  of 
dissent  prior  to  or  at  the  shareholder  meeting  at  which  the  share¬ 
holders  vote  on  the  merger  The  value  of  the  dissenting  sharehold¬ 
ers  shares  is  determined  by  an  appraisal  made  by  a  committee  of 
three  persons  one  chosen  by  the  dissenting  shareholders,  one 
chosen  by  the  directors  of  the  bank  (as  it  exists  after  the  merger), 
and  one  chosen  by  the  other  two  members  of  the  committee.  If  the 
committee  fails  to  determine  a  value  of  the  shares,  or  a  dissenting 
shareholder  is  not  satisfied  with  the  value  determined,  the  OCC 
must  make  an  appraisal  of  the  shares. 

®The  National  Bank  Act  requires  dissenting  shareholders  either  to 
give  /vritten  notice  of  dissent,  or  to  vote  against  the  merger  Iowa 
aw  requires  dissenting  shareholders  both  to  give  written  notice  of 
d  usent  and  not  to  vote  in  favor  of  the  merger  This  difference  is  not 
materia  because  both  codes  provide  a  mechanism  whereby  a 
nor  /or  ng  shareholder  may  still  dissent  and  receive  payment  for 
the  shares 


makes  the  first  offer  of  fair  value,  and  minority  share¬ 
holders  may  accept  the  offer  or  make  a  counteroffer. 
If  the  parties  are  unable  to  settle  on  the  fair  value  of 
the  shares,  a  state  court  (under  Iowa  law)  or  the 
Comptroller  (under  the  National  Bank  Act)  ultimately 
determines  the  fair  value  of  the  shares. 

Conclusion 

For  the  above  reasons,  we  conclude  that  the  bank 
may,  after  filing  an  application  under  1 2  CFR  5.46  and 
receiving  OCC’s  approval,  effect  a  reverse  stock  split. 
The  application  should  be  filed  with  Ellen  Tanner 
Shepherd,  Corporate  Manager,  Office  of  the 
Comptroller  of  the  Currency,  2345  Grand  Boulevard, 
Suite  700,  Kansas  City,  Missouri  64108-2683;  Ms. 
Shepherd  can  be  reached  by  phone  at 
816-556-1860.  If  you  have  any  questions  concerning 
this  letter,  please  contact  Frederick  G.  Petrick  Jr., 
Senior  Attorney,  Securities  and  Corporate  Practices 
Division,  at  202-874-5210. 

Julie  L.  Williams 
Chief  Counsel 


787 — June  10,  1997 

[Note:  This  OCC  Interpretive  Letter  was  released  joint¬ 
ly  by  the  Office  of  the  Comptroller  of  the  Currency,  the 
Federal  Deposit  Insurance  Corporation,  the  Federal 
Reserve  Board,  and  the  Office  of  Thrift  Supervision.] 

12  USC  2901 

[  ] 

Dear  [  ]: 

This  letter  responds  to  your  correspondence  dated 
May  9,  1997,  in  which  you  inquired  about  the  applic¬ 
ability  of  the  Community  Reinvestment  Act  (CRA)  reg¬ 
ulations  to  a  financial  institution’s  investment  in  a 
national  equity  fund  that  invests  in  Low  Income 
Housing  Tax  Credit  projects.  Specifically,  you  asked 
whether  a  financial  institution  would  receive  consider¬ 
ation  under  the  CRA  regulations  only  if  it  invested 
directly  in  the  project,  rather  than  indirectly  through 
an  equity  fund  such  as  the  [  ]  Corporation.  For 

the  reasons  discussed  below,  a  qualified  investment 
under  the  CRA  regulations  includes  both  "direct”  and 
“indirect”  investments  by  a  financial  institution. 

The  CRA  regulations  provide  a  detailed  framework  for 
evaluating  an  institution’s  CRA  performance.  The  reg- 
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ulations  set  out  a  number  of  different  evaluation  meth¬ 
ods  for  examiners  to  use,  depending  on  the  business 
strategy  and  size  of  the  institution  under  examination. 
The  CRA  regulations  clearly  permit  consideration  of 
investments  in  organizations  that  make  qualified 
investments.* 1  The  CRA  regulations  define  a  “qualified 
investment”  as  “a  lawful  investment,  deposit,  mem¬ 
bership  share  or  grant  that  has  as  its  primary  purpose 
community  development.”2  “Community  develop¬ 
ment”  includes  “[affordable  housing  (including  multi¬ 
family  rental  housing)  for  low-  or  moderate-income 
individuals.”3 

The  CRA  regulations  do  not  distinguish  between 
“direct”  and  “indirect”  investments.  The  amount  of 
consideration  that  an  institution  receives  for  an  invest¬ 
ment  depends  on  the  institution’s  “record  of  helping  to 
meet  the  credit  needs  of  its  assessment  area(s) 
through  qualified  investments  that  benefit  its  assess¬ 
ment  area(s)  or  a  broader  statewide  or  regional  area 
that  includes  the  institution’s  assessment  area(s).”4  An 
institution’s  investment  in  an  equity  fund  that,  in  turn, 
invests  in  projects  that  provide  affordable  housing  to 
low-  and  moderate-income  individuals,  would  have 


See  60  Fed.  Reg.  22,156,  22,161  (May  4,  1995).  Examiners  typ¬ 
ically  evaluate  a  large  institution’s  CRA  performance  under  the 
lending,  investment  and  service  tests.  Examiners  consider  a  large 
institution’s  qualified  investments  under  the  investment  test.  See  12 
CFR  25.23(a),  228.23(a),  345.23(a),  and  563e. 23(a).  In  a  small 
institution  examination,  examiners  may  adjust  an  institution’s  evalu¬ 
ation  under  the  small  institution  performance  criteria,  if  appropriate, 
based  on  lending-related  qualified  investments.  See  12  CFR 
25.26(a)(1),  228.26(a)(1),  345.26(a)(1),  and  563e. 26(a)(1);  see  also 
Qs  and  As,  61  Fed.  Reg.  54,647,  54,658  (Oct.  21,1996)  (Q  and  A 

1  addressing  § _ .26(a)  (consideration  of  small  institutions’  lend¬ 

ing-related  activities)).  Examiners  may  also  consider  qualified 
investments  to  determine  if  a  small  institution  merits  an  outstanding 
CRA  rating.  See  12  CFR  pt.  25  app.  A(d)(2),  pt.  228  app.  A(d)(2), 
pt.  345  app.  A(d)(2),  and  pt.  563e  app.  A(d)(2);  see  also  id.  at 
54,659  (Q  and  A  5  addressing  § _ 26(a)).  The  community  devel¬ 

opment  test,  which  is  appropriate  for  wholesale  and  limited  pur¬ 
pose  institutions,  evaluates,  inter  alia ,  the  number  and  amount  of 
qualified  investments.  See  12  CFR  25.25(c)(1),  228.25(c)(1), 
345.25(c)(1),  and  563e. 25(c)(1).  Finally,  institutions  evaluated  on 
the  basis  of  a  strategic  plan  must  include  in  their  plan  how  they 
intend  to  meet  the  credit  needs  of  their  assessment  area(s).  They 
may  meet  credit  needs  through  lending,  investment ,  and/or  ser¬ 
vices,  as  appropriate.  See  12  CFR  25.27(f)(1),  228.27(f)(1), 
345.27(f)(1),  and  563e. 27(f)(1)  (emphasis  added). 

2 See  12  CFR  25.12(s),  228.12(s),  345.12(s),  and  563e.12(r). 
Each  financial  institution  must  determine  whether  a  particular 
investment  is  authorized  by  the  laws  and  regulations  under  which 
the  institution  operates  and  derives  its  authority.  Neither  the 
Community  Reinvestment  Act  nor  this  letter  independently  provides 
such  authority. 

3  See  12  CFR  25.12(h)(2),  228.12(h)(2),  345.12(h)(2),  and 
563e.12(g)(2). 

4 See  12  CFR  25.23,  228.23,  345.23,  and  563e.23. 


community  development  as  its  primary  purpose. 
Consequently,  the  institution  may  receive  positive 
consideration  for  the  investment  as  a  qualified  invest¬ 
ment  under  the  CRA  regulations,  provided  the  invest¬ 
ment  benefits  the  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area(s)  that  includes 
the  institution’s  assessment  area(s).5  Similarly,  an 
institution  may  also  receive  positive  consideration  for 
a  direct  qualified  investment  in  a  nonprofit  organiza¬ 
tion  that  builds  affordable  housing  for  low-  and  mod¬ 
erate-income  individuals  in  the  institution's  assess¬ 
ment  area(s)  or  a  broader  statewide  or  regional 
area(s)  that  includes  the  institution’s  assessment 
area(s).  In  either  case,  CRA  examiners  would  consid¬ 
er  the  qualified  investment  under  the  investment  test, 
without  regard  to  the  form  of  the  investment. 

I  trust  this  letter  has  been  responsive  to  your  inquiry. 
Because  the  four  federal  financial  institution  supervi¬ 
sory  agencies  have  promulgated  substantively  iden¬ 
tical  CRA  regulations,  staff  from  all  of  the  agencies 
have  considered  the  issue  you  raised  and  they  con¬ 
cur  in  the  opinions  expressed  in  this  letter.  If  you  have 
any  additional  questions,  please  feel  free  to  contact 
me  or  Julie  Yang,  an  attorney  on  my  staff,  at  (202) 
874-5750. 

Michael  Bylsma 
Director 

Community  and  Consumer  Law 


3For  a  wholesale  or  limited  purpose  institution  that  has  ade¬ 
quately  addressed  the  needs  of  its  assessment  area(s)  or  a  broad¬ 
er  statewide  or  regional  area  that  includes  the  institution’s  assess¬ 
ment  area(s),  a  qualified  investment  may  benefit  areas  outside  the 
assessment  area(s).  See  12  CFR  25  25(e)(2),  228  25(e)(2) 
345.25(e)(2),  and  563e. 25(e)(2). 
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788— June  18,  1997 

12  CFR  4,  Subpart  C 

The  Honorable  Terry  D.  Terrell,  Judge 
Circuit  Court  in  and  for  Santa  Rosa  County 
c/0  M.C.  Blanchard  Judicial  Center 
190  Governmental  Center 
Pensacola,  Florida  32501 

Re:  First  National  Bank  of  Florida  v.  Austin,  No. 
96- 1 790-CA-0 1-CON 

Dear  Judge  Terrell: 

Counsel  to  First  National  Bank  has  informed  the 
Office  of  the  Comptroller  of  the  Currency  (OCC),  as 
he  is  required  to  do  by  OCC  regulations,  that  your 
court  has  ordered  the  bank  to  produce  12  years  of 
OCC  examination  reports  for  in  camera  inspection  by 
June  20.  Because  the  production  would  cause  a  vio¬ 
lation  of  federal  law,  we  have  directed  bank  counsel 
not  to  produce  the  reports  to  you.  This  letter  explains 
our  action  and  suggests  a  means  of  resolving  the 
matter. 

Examination  reports  are  not  public  documents. 
Because  they  are  sensitive,  Congress  has  seen  fit  to 
exempt  them  from  the  mandatory  disclosure  provi¬ 
sions  of  the  federal  Freedom  of  Information  Act.  See 
5  USC  552(b)(8).  Moreover,  the  federal  appellate 
courts  have  held  that  examination  reports  are  pro¬ 
tected  by  the  bank  examination  privilege.  In  re 
Subpoena  Served  Upon  the  Comptroller  of  the 
Currency,  967  F.2d  630,  634  (D.C.  Cir.  1992).  The 
privilege  belongs  to  the  OCC.  First  Eastern  Corp.  v. 
Mainwaring,  21  F.3d  465,  468  (D.C.  Cir.  1994). 

Under  federal  law,  an  examination  report  is  non-pub¬ 
lic  OCC  information,  as  that  term  is  defined  in  12  CFR 
4  32(b).  As  such,  the  examination  report  “is  the  prop¬ 
erty  of  the  Comptroller  [and]  is  loaned  to  the  bank  or 
holding  company  for  its  confidential  use  only.”  12 
CFR  4.32(b)(2).  Further, 

Without  OCC  approval,  no  person,  national 
bank  or  other  entity,  including  one  in  lawful  pos¬ 
session  of  non-public  OCC  information  under 
paragraph  (b)(2)  of  this  section,  may  disclose 
information  covered  by  this  subpart  in  any  man¬ 
ner,  except  (A)  After  the  requester  has  sought 
the  information  from  the  OCC  pursuant  to  the 
procedures  set  forth  in  this  subpart;  and  (B)  As 
ordered  by  a  Federal  court  in  a  judicial  pro¬ 
ceeding  in  which  the  OCC  has  had  the  opportu¬ 
nity  to  appear  and  oppose  discovery. 


12  CFR  4.36(b).  The  federal  regulation  goes  on  to 
provide  that  “Any  person  who  discloses  or  uses  non¬ 
public  OCC  information  except  as  expressly  permit¬ 
ted  by  the  Comptroller  of  the  Currency  or  as  ordered 
by  a  Federal  court  .  .  .  may  be  subject  to  the  penal¬ 
ties  provided  in  18  USC  641.”  12  CFR  4.36(b)(1  )(ii). 

These  regulations  are  valid  federal  regulations  adopt¬ 
ed  after  notice  and  comment,  and  the  bank  is  expect¬ 
ed  to  comply  with  them. 

The  state  court  lacks  the  authority  to  order  the  pro¬ 
duction  of  federal  property.  Under  the  Supremacy 
Clause  of  the  U.S.  Constitution,  the  state  court  must 
allow  federal  law  to  prevail  over  state  rules  of  civil 
procedure  that  otherwise  would  authorize  the  state 
court  to  order  production.  Moreover,  an  order  by  a 
state  court  disposing  of  federal  property  is  an  action 
against  the  federal  government  and  is  barred  by  the 
doctrine  of  sovereign  immunity.  See  Boron  Oil  Co.  v. 
Downie,  873  F.2d  67,  71  (4th  Cir.  1989)  (assertion  of 
state  court  authority  to  override  ERA  regulation  “clear¬ 
ly  violates  the  Constitution’s  Supremacy  Clause.”); 
Houston  Business  Journal,  Inc.  v.  OCC,  86  F.3d  1208, 
121 1-1213  (D.C.  Cir.  1996)  (“In  state  court  the  feder¬ 
al  government  is  shielded  by  sovereign  immunity, 
which  prevents  the  state  court  from  enforcing  a  sub¬ 
poena.”). 

In  a  virtually  identical  situation,  a  federal  court  issued 
an  injunction  against  a  state  court  judge  “from 
attempting  to  coerce  First  Federal  Savings  and  Loan 
Association,  through  the  use  of  any  sanction  autho¬ 
rized  by  Rule  37,  Arizona  Rules  of  Civil  Procedure, 
into  disclosing  any  examination  reports  prepared  by 
examiners  of  the  Federal  Home  Loan  Bank  Board.” 
Federal  Home  Loan  Bank  Board  v.  Superior  Court  of 
the  State  of  Arizona,  494  F.  Supp.  924,  927  (D.  Ariz. 
1980).  As  the  court  noted,  the  examination  reports 
are  not  the  property  of  the  financial  institution  but  of 
the  federal  regulatory  agency.  Id.  The  OCC  dis¬ 
cussed  a  similar  situation  in  a  January  5,  1993  letter 
to  a  state  court  judge  in  Illinois,  which  letter  interpret¬ 
ed  the  predecessor  regulation  to  12  CFR  4,  Subpart 
C.  This  letter  is  reprinted  in  Fed.  Banking  L.  Rep. 
(CCH)  H  83,450  [1992-93  Transfer  Binder], 

The  proper  course  of  action  here  is  for  the  party  seek¬ 
ing  access  to  the  examination  reports  to  file  a  request 
with  the  OCC’s  Director  of  the  Litigation  Division  in 
Washington,  D.C.,  as  specified  in  12  CFR  4.34(a). 
The  request  should  contain  the  material  required  in 
12  CFR  4.33.  Of  particular  importance  is  an  explana¬ 
tion  of  why  the  OCC's  examination  reports  may  be  rel¬ 
evant  to  the  issues  in  the  case  and  why  other,  less 
sensitive  material  (e.g.,  bank-  created  documents 
and  testimony)  will  not  suffice.  Since  it  is  unlikely  that 
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examination  reports  spanning  12  years  could  be  rel¬ 
evant  to  this  case,  the  requester  should  at  a  minimum 
provide  the  date  of  the  loan  and  the  name  of  the 
appraiser,  if  known. 

Please  bear  in  mind  that  the  examination  reports  may 
contain  nothing  of  relevance  to  this  case.  A  typical 
bank  examination  report  discusses  only  a  small  frac¬ 
tion  of  the  loans  in  a  bank’s  portfolio.  Even  when  a 
loan  is  discussed,  most  of  the  material  is  drawn  from 
the  bank’s  loan  file,  which  is  available  for  discovery  to 
the  litigants.  Any  opinions  expressed  by  the  examin¬ 
er  are  privileged  under  the  bank  examination  privi¬ 
lege,  unless  the  OCC  elects  to  waive  the  privilege.  In 
re  Subpoena,  supra. 

The  procedure  outlined  above  does  not  apply  to  for¬ 
mal  agreements  and  cease  and  desist  orders.  By 
law,  12  USC  1 81 8(u)(1  )(A),  these  enforcement  docu¬ 
ments  are  public  and,  if  any  exist  with  respect  to  this 
bank,  we  will  supply  them  on  request. 

Robert  B.  Serino 
Deputy  Chief  Counsel 


789— June  27,  1997 

12  USC  36J(6) 

Mr.  Richard  Fulkerson 
State  Bank  Commissioner 
1560  Broadway,  Suite  1175 
Denver,  Colorado  80202 

Dear  Mr.  Fulkerson: 

We  recently  became  aware  that  on  January  23,  1997, 
you  wrote  to  [  ],  Vice  President  and  Senior 

Counsel,  [bank  holding  co.],  requesting  that  [  ] 

(“the  bank”),  remove  its  name  and  logo  from  bank- 
owned,  off-site  automated  teller  machines  (ATMs)  that 
it  operates  in  Colorado.  You  took  the  position  that  this 
was  necessary  to  comply  with  Colorado  State 
Banking  Board  Rule  EFT-2,  which  implements  a  pro¬ 
vision  of  Colorado’s  Bank  Electronic  Funds  Act  (“EFT 
Act”),  Article  6.5  of  Title  11,  Colorado  Revised 
Statutes.  For  the  reasons  set  forth  below,  we  con¬ 
clude  that  portions  of  the  EFT  Act  discussed  herein 
are  preempted  by  federal  law  and  therefore  cannot 
be  applied  to  ATMs  established  by  national  banks. 


A.  Statutory  Framework 

Relevant  portions  of  the  EFT  Act  provide  as  follows: 

(1) (a)  Effective  January  1,  1978,  a  Colorado 
bank  may  engage  in  banking  transactions  with 
its  account  holders  through  a  communications 
facility  and  may  own,  establish,  control,  or  use  a 
communications  facility  under  the  authority  of 
this  article  only  if  all  of  the  following  conditions 
are  met: 

.  .  .  (Ill)  Each  Colorado  bank  using  a  communi¬ 
cations  facility  receives  equal  prominence  in 
visual  or  oral  data  available  to  the  public  at  or 
adjacent  to  the  communications  facility,  and  no 
advertising  with  regard  to  a  communications 
facility  used  by  a  Colorado  bank  or  its  account 
holders  suggests,  implies,  or  claims  exclusive 
control  or  use  of  such  facility  by  any  bank  or  its 
account  holders. 

(IV)  The  communications  facility  and  its  opera¬ 
tion  meet  all  reasonable  standards  of  privacy, 
communications  integrity,  and  financial  safety 
as  may  be  imposed  by  rule,  regulation,  or  order 
of  the  board.  .  .  . 

(V)  The  board  has  received  at  least  thirty  days’ 
advance  written  notice  of  any  Colorado  bank’s 
intended  use  or  establishment  of  a  communica¬ 
tions  facility. 

(VI)  The  use  of  the  communications  facility  has 
not  been  halted,  prevented,  or  terminated  by 
order  of  the  board. 

(b)  The  provisions  of  subparagraphs  (I)  to  (III)  of 
paragraph  (a)  of  this  subsection  (1)  shall  not 
apply  to  a  communications  facility  located  on 
the  premises  of  a  Colorado  bank  or  its  detached 
facility.  .  .  . 

(2)  The  advance  notice  required  by  subpara¬ 
graph  (V)  .  .  .  shall  contain  a  schedule  of  all 
charges  and  standards  as  required  by  subpara¬ 
graph  (II).  ...  In  addition,  the  board  shall 
receive  at  least  thirty  days’  written  advance 
notice  of  any  proposed  changes  in  any  estab¬ 
lished  schedule  of  charges.  The  board  shall  not 
have  the  power  to  review,  approve,  or  disap¬ 
prove  standards  or  charges,  except  in  connec¬ 
tion  with  a  hearing  and  decision  in  a  dispute 
arising  out  of  a  complaint  brought  ...  by  a 
Colorado  bank  user  or  potential  user. 
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Colo  Rev.  Stat.  §  11-6.5-104  (1987).* 1 (II) 

The  EFT  Act  was  enacted  in  1977  in  response  to  the 
decision  in  Colorado  v.  First  National  Bank  of  Fort 
Collins,  540  F.2d  497  (10th  Cir.  1976),  cert,  denied, 
429  U  S.  1091  (1977),  which  held  that  ATMs  were 
"branches"  for  purposes  of  the  federal  McFadden 
Act,  12  USC  36.  The  State  Board  of  Banking  had  pre¬ 
viously  determined  that  ATMs  also  were  “branches” 
for  purposes  of  state  law.  Id.  at  498.  At  that  time, 
Colorado  did  not  permit  any  branching  by  state 
banks,  except  for  the  “detached  facilities”  referred  to 
above.  Id.;  Colo.  Rev.  Stat.  §  11-6-101(1)  (1973). 
Since  the  McFadden  Act  limits  branches  of  national 
banks  to  locations  that  are  permissible  within  a  state 
for  state  bank  branches  under  state  law,  the  result  of 
these  decisions  was  that  the  EFT  Act  was  necessary 
to  enable  both  state  and  national  banks  in  Colorado 
to  establish  ATMs. 

As  noted  above,  the  EFT  Act  requires  bank  operators 
of  ATMs  to  comply  with  several  conditions.  Since 
ATMs  were  branches  for  purposes  of  federal  law, 
these  conditions  were  assumed  to  apply  to  ATMs 
established  by  national  banks  in  Colorado.  See  First 
National  Bank  of  Logan,  Utah  v.  Walker  Bank  &  Trust 
Co.,  385  U.S.  252  (1966).  Among  these  conditions 
are  the  signage  and  advertising  restrictions  set  forth 
in  condition  (III).  Flowever,  an  exception  to  this  condi¬ 
tion  can  be  made  under  certain  circumstances.  You 
have  taken  the  position  that  since  an  ATM  fits  the 
state  statutory  definition  of  a  “branch,”  a  Colorado 
bank  may  apply  to  your  office,  in  the  case  of  state 
banks,  or  the  OCC,  in  the  case  of  national  banks,  to 
have  an  unattended  ATM  designated  as  a  branch.2  If 
such  approval  is  obtained,  and  provided  that  the  ATM 
is  at  a  branch-permissible  location,  you  will  consider 
the  ATM  to  be  an  on-premises  facility  that  qualifies  for 


^‘Colorado  bank”  is  defined  as  “any  state  bank  or  any  national 
banking  association  having  its  principal  office  in  this  state,”  and  an 
ATM  would  fit  the  statutory  definition  of  a  “communications  facility." 
Colo  Rev  Stat  §  1 1  -6  5  1 03  (1987)  A  "detached  facility"  under 
Colorado  law  is  a  staffed  facility,  offering  limited  services,  that  is 
located  within  3000  feet  of  a  bank's  main  office.  Id.  §  1 1-6-101(1) 
(Cum  Supp  1995). 

?A  'branch"  is  defined  as  "any  branch  bank,  branch  office, 
h 'rh  agency,  additional  office,  or  any  branch  place  of  business 
/  i  ‘ '  anciai  institution  located  in  this  state  at  which  deposits  are 
received,  or  checks  paid  or  money  lent,  or  trust  powers  exer¬ 
cised  Colo  Rev  Stat  §  11  25-102(2)  (Cum  Supp  1995). 


the  exemption  from  conditions  (l)-(lll)  contained  in 
paragraph  (1)(b),  supra.3 

This  interpretation  was,  perhaps,  largely  academic  until 
recently,  because  intrastate  branching  in  Colorado  was 
severely  restricted,  and  few  ATMs  of  either  state  or 
national  banks  could  qualify.  Flowever,  unlimited 
statewide  branching  became  effective  on  January  1  of 
this  year.  Colo.  Rev.  Stat.  §  1 1-25-1 03(8)(b)  (Cum. 
Supp.  1995).  As  a  result,  it  appears  that  all  Colorado 
ATMs  now  could  qualify  for  this  exception. 
Nevertheless,  recent  federal  legislation  apparently  has 
caused  you  to  conclude  that  this  exception  is  not  avail¬ 
able  to  national  banks. 

Although  12  USC  36  incorporates  certain  state 
restrictions  on  establishment  of  bank  branches,  as 
discussed  above,  the  definition  of  a  national  bank 
branch  is  governed  by  federal  law.  First  National 
Bank  in  Plant  City  v.  Dickinson,  396  U.S.  122  (1969). 
Legislation  enacted  by  Congress  last  year  exempted 
ATMs  from  the  definition  of  a  “branch”  under  12  USC 
36.  Economic  Growth  and  Regulatory  Paperwork 
Reduction  Act  of  1996  (“EGRPRA”),  Pub.  L.  No. 
104-208,  §  2205,  1996  U.S.C.C.A.N.  (1 10  Stat.)  3009, 
3009[1188],  codified  at  12  USC  36(j).  As  a  result, 
ATMs  established  by  national  banks  are  no  longer 
subject  to  licensing  requirements  or  geographic 
restrictions.  OCC  Interpretive  Letter  No.  772, 
[Current]  Fed.  Banking  L.  Rep.  (CCH)  Tl  81-136 
(March  6,  1997).4 


^Conditions  (I)  and  (II)  require  that: 

(I)  The  communications  facility  is  available  to  any  Colorado  bank 
for  the  use  of  its  account  holders. 

(II)  Any  Colorado  bank  whose  account  holders  use  the  communi¬ 
cations  facility  shall  first  have  agreed  with  the  person  having  con¬ 
trol  of  the  communications  facility  to  meet  necessary  and  reason¬ 
able  technical  standards  and  to  pay  charges  for  the  use  thereof; 
except  that  such  standards  and  charges  shall  be  fair,  equitable, 
and  nondiscriminatory  among  Colorado  banks  and  such  charges 
shall  not  exceed  an  equitable  proportion  of .  .  .  the  costs  of  estab¬ 
lishing  the  communications  facility  .... 

Although  the  on-premises  exception  applies  to  conditions  (l)-(lll), 
this  opinion  does  not  address  conditions  (I)  or  (II).  Condition  (I)  may 
be  moot  for  practical  purposes,  since  the  vast  majority  of  banks  are 
now  members  of  ATM  networks,  and  most  bank-owned  ATMs  are 
available  to  customers  of  other  banks  in  any  event.  We  also  do  not 
address  condition  (II),  since  no  national  banks  have  raised  it  as  an 
issue. 

4Section  2205  of  EGRPRA  also  amended  section  3(o)  of  the 
Federal  Deposit  Insurance  Act,  12  USC  1 8 1 3(o),  to  exempt  ATMs 
from  the  definition  of  "domestic  branch."  Accordingly,  ATMs  of 
state,  nonmember  banks  no  longer  require  approval  as  branches 
by  the  FDIC  The  effect  of  this  amendment  on  state  branching  laws 
is  unclear. 
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You  have  concluded  that,  because  the  OCC  can  no 
longer  designate  national  bank  ATMs  as  branches 
under  federal  law,  your  office  cannot  consider  them  to 
be  branches  under  state  law  for  purposes  of  the 
exemption  in  the  EFT  Act.5  Since  state  bank  ATMs 
may  continue  to  be  designated  as  “branches”  for  pur¬ 
poses  of  state  law,  the  practical  result  is  that, 
although  there  has  been  no  change  in  the  way  nation¬ 
al  bank  ATMs  are  being  operated,  the  identification 
and  advertising  restrictions  of  condition  (III)  now 
apply  only  to  unattended  ATMs  that  are  owned  or 
rented  by  national  banks.  This  series  of  events  gives 
rise  to  questions  of  federal  preemption. 

B.  Principles  of  Federal  Preemption 

When  the  federal  government  acts  within  the  sphere 
of  authority  conferred  upon  it  by  the  Constitution,  fed¬ 
eral  law  is  paramount  over,  and  may  preempt,  state 
law.  This  doctrine  of  federal  preemption  arises  from 
the  Constitution’s  supremacy  clause,  which  provides 
that  “[tjhis  Constitution,  and  the  Laws  of  the  United 
States  which  shall  be  made  in  Pursuance  thereof  .  .  . 
shall  be  the  supreme  Law  of  the  Land  .  .  .  any  Thing 
in  the  Constitution  or  Laws  of  any  State  to  the 
Contrary  notwithstanding.”  U.S.  Const,  art.  VI,  cl.  2. 
Thus,  “[t]he  constitution  and  laws  of  a  state,  so  far  as 
they  are  repugnant  to  the  constitution  and  laws  of  the 
United  States,  are  absolutely  void.”  Cohen  v.  Virginia, 
19  U.S.  (6  Wheat.)  264,  414  (1821)  (Marshall,  C.J.). 

There  are  several  ways  in  which  federal  preemption 
may  arise.  At  times,  Congress  may  expressly  declare 
an  intent  to  preempt  state  law.  Jones  v.  Rath  Packing 
Co.,  430  U.S.  519  (1977).  More  often,  Congressional 
intent  must  be  inferred  from  a  federal  statute’s  struc¬ 
ture  and  purpose.  City  of  Burbank  v.  Lockheed  Air 
Terminal,  Inc.,  411  U.S.  624  (1973).  For  instance,  a 
court  may  conclude  that  a  scheme  of  federal  regula¬ 
tion  is  so  pervasive,  or  the  federal  interest  in  the  sub¬ 
ject  is  so  dominant,  that  Congress  intended  to  occu¬ 
py  the  field  and  leave  no  room  for  state  legislation. 
Rice  v.  Santa  Fe  Elevator  Corp.,  331  U.S.  218  (1947). 

Preemption  may  also  occur  when  state  law  is  found  to 
be  in  “irreconcilable  conflict”  with  federal  law.  Fidelity 
Federal  Savings  &  Loan  Ass’n.  v.  De  la  Cuesta,  458 


^National  banks  are  unable  to  obtain  the  regulatory  branch  certi¬ 
fication  required  for  the  on-premises  exemption  due  to  the  change 
in  federal  law.  But  for  this  requirement,  national  bank  ATMs  would 
be  eligible  for  this  exemption  since,  as  you  have  concluded,  state 
law  defines  "branches"  in  such  a  way  that  ATMs  are  included. 
Under  these  circumstances,  it  is  arguable  that  national  bank  ATMs 
could  still  be  considered  to  be  branches  for  purposes  of  the  state 
EFT  Act,  or  that  the  exemption  should  apply  to  facilities  that  would 
be  branches  if  they  were  operated  by  state  banks. 


U.S.  141  (1982).  Such  a  conflict  can  occur  when  com¬ 
pliance  with  both  state  and  federal  statutes  is  a  phys¬ 
ical  impossibility.  Florida  Lime  &  Avocado  Growers, 
Inc.  v.  Paul,  373  U.S.  132  (1963).  However,  a  conflict 
can  also  exist  when  a  state  law  merely  “stands  as  an 
obstacle  to  the  accomplishment  and  execution  of  the 
full  purposes  and  objectives  of  Congress.”  Hines  v. 
Davidowitz,  312  U.S.  52,  67  (1941).  See  generally 

Barnett  Bank  of  Marion  County  v.  Nelson,  517  U.S. _ , 

116  S.  Ct.  1103  (1996);  Fidelity  Federal  Savings  & 
Loan  Ass'n.  v.  De  la  Cuesta,  458  U.S.  141  (1982) 
(reviewing  preemption  doctrine). 

The  relationship  of  state  law  to  national  banks  has 
been  a  recurring  issue  throughout  the  history  of  the 
national  banking  system.  It  is  obvious  that  Congress 
has  not  occupied  the  field  of  banking  so  as  to  pre¬ 
clude  state  legislation,  because  the  United  States  has 
a  dual  state-federal  banking  system.  Although  there 
are  times  when  Congress  expressly  preempts  state 
law,  e.g.,  12  USC  1842(d)(1)  (interstate  acquisitions 
by  bank  holding  companies),  they  are  the  exception. 
In  the  banking  context,  preemption  usually  involves  a 
conflict  between  state  and  federal  law. 

For  more  than  125  years,  the  Supreme  Court  has  con¬ 
sistently  held  that  state  law  may  not  impair  the  ability 
of  national  banks  to  exercise  powers  granted  to  them 
under  Federal  law.  In  one  of  the  earliest  national  bank 
cases,  First  National  Bank  of  Louisville  v.  Kentucky  76 
U.S.  (9  Wall.)  353  (1870),  the  Court  was  asked  to 
decide  whether  a  state  statute  imposing  a  tax  on 
shares  of  bank  stock  applied  to  the  stock  of  national 
banks.  Explaining  the  relationship  between  national 
banks  and  state  law,  the  Court  declared  that  national 
banks  are  not  wholly  withdrawn  from  the  operation  of 
state  law,  but  “are  only  exempted  from  State  legisla¬ 
tion  so  far  as  that  legislation  may  interfere  with  or 
impair  their  efficiency  in  performing  the  functions  by 
which  they  are  designed  to  serve  that  government.” 
Id.  at  361-62  (emphasis  added).  Finding  that  the  tax 
did  not  hinder  the  bank  in  performing  its  duties,  the 
Court  held  that  the  state  statute  was  not  preempted. 

The  Court  reiterated  this  principle  a  few  years  later: 

We  have  more  than  once  held  in  this  court  that 
the  national  banks  organized  under  the  Acts  of 
Congress  are  subject  to  state  legislation,  except 
where  such  legislation  is  in  conflict  with  an  Act 
of  Congress,  or  where  it  tends  to  impair  the  util¬ 
ity  of  such  banks  as  instrumentalities  of  the 
United  States,  or  interferes  with  the  purposes  of 
their  creation. 

Waite  v.  Dowley,  94  U.S.  527,  533  (1877)  (emphasis 
added). 
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Again  the  Court  declined  to  preempt,  finding  no  con¬ 
flict  with  federal  law. 

In  1896,  the  Court  made  one  of  the  most  well-known 
statements  concerning  the  status  of  national  banks 
and  the  supremacy  of  federal  law.  The  issue  before 
the  Court  was  whether  a  state  law  giving  preference 
to  savings  banks  that  were  depositors  in  insolvent 
banks  applied  to  insolvent  national  banks.  In  finding 
that  the  law  was  preempted  because  it  conflicted  with 
the  National  Bank  Act’s  requirement  that  claimants  of 
insolvent  national  banks  be  treated  equally,  the  Court 
held: 

National  banks  are  instrumentalities  of  the 
Federal  government,  created  for  a  public  pur¬ 
pose,  and  as  such  necessarily  subject  to  the 
paramount  authority  of  the  United  States.  It  fol¬ 
lows  that  an  attempt  by  a  state  to  define  their 
duties,  or  control  the  conduct  of  their  affairs  is 
absolutely  void,  wherever  such  attempted  exer¬ 
cise  of  authority  expressly  conflicts  with  the  laws 
of  the  United  States,  and  either  frustrates  the 
purpose  of  the  national  legislation,  or  impairs 
the  efficiency  of  these  agencies  of  the  Federal 
government  to  discharge  the  duties  for  the  per¬ 
formance  of  which  they  were  created.  These 
principles  are  axiomatic,  and  are  sustained  by 
the  repeated  adjudications  of  this  court. 

Davis  v.  Elmira  Savings  Bank,  161  U.S.  275,  283 
(1896)  (emphasis  added). 

The  Court  repeated  this  language  in  several  subse¬ 
quent  cases.  McClellan  v.  Chipman,  164  U.S.  347, 
357  (1896)  (state  law  prohibiting  conveyance  of  real 
estate  prior  to  insolvency  not  preempted); 
Owensboro  National  Bank  v.  Owensboro,  173  U.S. 
664.  667-68  (1899)  (state  tax  on  national  banks  pre¬ 
empted);  Easton  v.  Iowa,  188  U.S.  220,  238  (1903) 
(state  law  prohibiting  insolvent  national  banks  from 
receiving  deposits  preempted);  First  National  Bank  of 
San  Jose  v.  California,  262  U.S.  366,  369  (1923)  (state 
escheat  law  preempted). 

Davis  v.  Elmira  Savings  Bank  also  recognized  that 
one  way  in  which  the  purposes  of  the  National  Bank 
Act  could  be  frustrated,  and  the  efficiency  of  national 
banks  impaired,  would  be  if  state  law  had  a  disparate 
or  discriminatory  effect  on  national  banks.  Thus,  the 
Court  observed  that  it  was  recognized  that  national 
banks  are  subject  to  “general  and  undiscriminating" 
state  laws  that  do  not  conflict  with  federal  law.  161 
U  S  at  290  Accord,  First  National  Bank  of  Bay  City  v. 
Fellows,  244  U  S  416,  426  (1917).  In  finding  a  state 
escheat  law  not  to  be  preempted,  the  Court  noted 
that  'national  banks  are  subject  to  state  laws  unless 


those  laws  infringe  the  national  banking  laws  or 
impose  an  undue  burden  on  the  performance  of  the 
banks’  functions.”  Anderson  National  Bankv.  Luckett, 
321  U.S.  233,  248  (1944)  (emphasis  added).  Most 
recently,  in  Barnett  Bank  of  Marion  County  v.  Nelson, 
the  Court  used  similar  language,  noting  that  both  enu¬ 
merated  and  incidental  powers  of  national  banks 
ordinarily  preempt  contrary  state  law,  but  that  state 
law  may  apply  as  long  as  it  does  not  prevent  or  sig¬ 
nificantly  interfere  with  a  national  bank’s  exercise  of 

its  powers.6  517  U.S.  at _ ,  116  S.Ct.  at  1108-09 

(emphasis  added).  See  also  Atherton  v.  Federal 

Deposit  Insurance  Corp., _ U.S. _ ,  136  L.  Ed.  2d 

656  (1997)  (citing  cases  in  which  state  law  was  held 
to  apply  to  national  banks). 

In  reviewing  these  decisions,  a  recurrent  theme  is 
apparent.  The  Court  has  repeatedly  used  words  and 
phrases  such  as  “impair,”  “interfere  with,”  “conflict 
with,”  “frustrate,”  “infringe,”  and  “burden"  to  describe 
the  effect  of  state  laws  that  it  has  found  to  be  pre¬ 
empted  with  respect  to  national  banks.  The  lesson  to 
be  derived  is  that  state  laws  apply  to  national  banks 
only  if  they  do  not  conflict  with  federal  law,  which 
includes  impairing  or  interfering  with  the  powers 
granted  to  national  banks  by  federal  law.  At  times,  the 
Court  has  used  the  opposite  wording,  that  is,  state 
laws  apply  to  national  banks  unless  they  impair  or 
interfere  with  the  exercise  of  the  banks’  powers. 
However,  it  is  clear  that  these  two  formulations  are  like 
two  sides  of  the  same  coin,  and  say  the  same  thing. 

C.  Application  of  Preemption  Principles  to  the 

EFT  Act 

National  banks  have  the  power  to  receive  deposits, 
make  loans,  and  engage  in  other  activities  that  are 
incidental  to  the  business  of  banking  pursuant  to  the 
National  Bank  Act,  12  USC  24(Seventh).  Since  an 
ATM  is  an  instrumentality  for  performing  these  func¬ 
tions,  the  establishment  of  ATMs  by  national  banks  is 
authorized  by  section  24(Seventh).  Oklahoma  v.  Bank 
of  Oklahoma,  409  F.  Supp.  71  (N.D.  Okla.  1975);  OCC 
Interpretive  Letter  No.  772,  supra. 

Where  Congress  has  not  expressly  conditioned  a 
national  bank  power  upon  a  grant  of  state  permission, 
ordinarily,  no  such  condition  applies.  State  statutes 


6ln  Barnett,  the  Court  found  that  a  state  statute  prohibiting  certain 
financial  institutions  from  acting  as  insurance  agents  was  preempt¬ 
ed  by  12  USC  92.  which  permits  any  national  bank  located  in  a 
place  of  less  than  5,000  population  to  engage  in  this  activity 
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that  limit  a  national  bank  power  conflict  with  federal 
law  even  if  the  federal  law  does  not  impose  a  require¬ 
ment,  but  merely  provides  authority  to  act.  Barnett 

Bank  of  Marion  County  v.  Nelson,  517  U.S.  at _ ,  116 

S.  Ct.  at  1109;  Franklin  National  Bank  v.  New  York, 
347  U.S.  373  (1954)  (federal  statute  permitting,  but 
not  requiring,  national  banks  to  accept  savings 
deposits);  see  Fidelity  Federal  Savings  &  Loan  Ass’n. 
v.  De  la  Cuesta,  458  U.S.  141  (1982)  (same  principle, 
applied  to  federal  thrift  institutions).  That  is  the  type  of 
situation  that  exists  here.  Federal  law  does  not  require 
national  banks  to  establish  ATMs,  but  it  does  provide 
authority  to  do  so  if  a  bank  chooses  to  exercise  it. 
Nevertheless,  the  EFT  Act  attempts  to  condition  the 
right  of  national  banks  to  exercise  this  power  upon 
compliance  with  state-imposed  requirements. 

In  particular,  condition  (III)  of  the  EFT  Act  permits  a 
bank  to  display  its  own  name  as  long  as  the  names  of 
all  other  banks  whose  customers  may  use  the  ATM 
are  displayed  with  “equal  prominence.”  Flowever,  this 
is  not  a  feasible  option  due  to  the  number  of  banks 
that  would  have  to  be  listed.  Thus,  as  a  practical  mat¬ 
ter,  and  as  your  letter  to  Mr.  Smith  recognized,  the  law 
requires  a  national  bank  to  remove  its  name  or  logo 
from  its  own  off-premises  ATMs.  This  prohibition  of  a 
very  basic  type  of  advertising  is,  in  our  opinion,  a  sig¬ 
nificant  burden  on  a  national  bank’s  right  to  engage  in 
the  business  of  banking  by  means  of  an  ATM,  as 
authorized  by  the  National  Bank  Act. 

Condition  (III)  of  the  EFT  Act  is,  in  fact,  exactly  the 
type  of  state  restriction  that  the  Supreme  Court,  over 
40  years  ago,  held  to  be  preempted  by  the  powers  of 
national  banks  under  the  National  Bank  Act.  In  the 
Franklin  National  Bank  case,  the  Court  recognized 
that  the  ability  to  advertise  was  an  incidental  power  of 
national  banks  and  held  that  a  state  statute  could  not 
prohibit  national  banks  from  using  the  word  “savings” 
in  their  advertising: 

Modern  competition  for  business  finds  adver¬ 
tising  one  of  the  most  usual  and  useful  of 
weapons.  ...  It  would  require  some  affirma¬ 
tive  indication  to  justify  an  interpretation  that 
would  permit  a  national  bank  to  engage  in  a 
business  but  gave  no  right  to  let  the  public 
know  about  it. 

347  U.S.  at  377-78. 

Accordingly,  the  OCC  has  considered  state  restric¬ 
tions  on  the  display  of  national  banks’  names  in  the 
past,  and  found  them  to  be  preempted.  Letter  of  Eric 
Thompson,  Director,  Bank  Activities  and  Structure 
Division,  May  3,  1995  (unpublished). 


Conditions  (IV),  (V),  and  (VI)  of  the  EFT  Act  give  the 
State  Banking  Board  power  to  impose  rules,  regula¬ 
tions,  or  orders  governing  the  operation  of  ATMs, 
require  any  Colorado  bank  to  give  advance  notice  of 
any  intended  use  or  establishment  of  an  ATM  and 
gives  state  regulators,  at  least  by  implication,  the  abil¬ 
ity  to  “halt,  prevent,  or  terminate”  the  use  of  an  ATM 
by  any  Colorado  bank.  However,  facilities  of  national 
banks  are  not  subject  to  state  approval.  It  has  been 
recognized  from  the  earliest  days  of  the  national 
banking  system  that  states  may  exercise  authority 
over  national  banks  only  to  the  extent  that  Congress 
permits.  Farmers'  &  Mechanics'  National  Bank  v. 
Dearing,  91  U.S.  29  (1875).  Accord,  Mercantile 
National  Bank  v.  Langdeau,  371  U.S.  555  (1963). 

These  conditions  appear  to  give  the  state  visitorial 
powers  over  national  banks,  at  least  with  respect  to 
ATMs.7  However,  the  OCC  is  the  regulator  of  national 
banks  and,  unless  otherwise  expressly  provided  by 
federal  law,  has  the  sole  visitorial  and  enforcement 
authority  over  them.  OCC  Interpretive  Ruling  7.4000, 
12  CFR  7.4000;  Guthrie  v.  Harkness,  199  U.S.  148 
(1905);  Bank  One  Texas,  N.A.  v.  Patterson,  No. 
3:93-CV-1081-G,  (N.D.  Tex.  Sept.  9,  1994),  affd,  68 
F.3d  469  (5th  Cir.  1995).  See  also  12  USC  93,  1818. 
Under  federal  law,  states  have  no  visitorial  power  over 
national  banks,  with  a  very  limited  exception  relating 
to  state  escheat  laws: 

(a)  No  national  bank  shall  be  subject  to  any  vis¬ 
itorial  powers  except  as  authorized  by  Federal 
law,  vested  in  the  courts  of  justice  [or 
Congress]. 

(b)  Notwithstanding  subsection  (a)  .  .  .  lawfully 
authorized  State  auditors  and  examiners  may,  at 
reasonable  times  and  upon  reasonable  notice  to 
a  bank,  review  its  records  solely  to  ensure  com¬ 
pliance  with  applicable  State  unclaimed  proper¬ 
ty  or  escheat  laws  upon  reasonable  cause  to 
believe  that  the  bank  has  failed  to  comply  with 
such  laws. 

12  USC  484. 


7“Visitation”  is  not  limited  to  inspection  of  books  and  records,  but 
includes  any  act  of  a  superintending  official  to  “inspect,  regulate, 
or  control  the  operations  of  a  bank  to  enforce  the  banks  obser¬ 
vance  of  the  law.”  First  National  Bank  of  Youngstown  v  Hughes,  6 
F.  737,  740-41  (6th  Cir.  1881),  appeal  dismissed,  106  U  S  523 
(1883). 


Quarterly  Journal,  Vol.  16,  Mo.  4,  December  19° 


Conclusion 

Applying  the  standards  developed  by  the  Supreme 
Court  over  the  years,  the  EFT  Act  “interferes  with”  the 
bank's  exercise  of  its  powers,  Waite  v.  Dowley,  supra; 
‘infringes"  upon  the  national  banking  laws,  Anderson 
National  Bank  v.  Luckett,  supra;  and  “impairs  the  effi¬ 
ciency”  of  the  bank’s  functions  that  are  authorized  by 
12  USC  24(Seventh),  Davis  v.  Elmira  Savings  Bank, 
supra.  Therefore,  in  our  opinion,  the  portions  of  the 
EFT  Act  discussed  in  this  letter  are  preempted  by  fed¬ 
eral  law  and  cannot  be  applied  to  ATMs  established 
by  national  banks.8 

Julie  L.  Williams 
Chief  Counsel 


790— July  2,  1997 

12  USC  84 

12  CFR  32.2(j)(2)(vi)  and  32.2(1)(1) 

[  ] 

Re:  Application  of  12  CFR  32.2(l)(1)  and  32.2(j)(2)(vi) 
to  a  line  of  credit. 

Dear  [  ]: 

This  is  in  response  to  your  letter  of  May  9,  1997,  in 
which  you  sought  the  view  of  the  staff  of  the  Office  of 
the  Comptroller  of  the  Currency  (OCC)  on  the  legality 
of  a  participation  in  a  revolving  line  of  credit  that  is 
contemplated  by  [  ]  (“bank"),  a  bank  incorpo¬ 

rated  under  the  laws  of  Minnesota.  You  seek  confir¬ 
mation  that  an  exception  to  the  lending  limit,  12  CFR 
32.2(j)(2)(vi)  (“the  participation  exception”),  applies 
to  the  arrangement  described  in  your  letter.  Under 
that  exception,  in  certain  circumstances  that  portion 
of  a  loan  that  is  sold  as  a  participation  by  a  bank  on 
a  nonrecourse  basis  is  excluded  from  the  bank’s 
loans  or  extensions  of  credit  subject  to  the  lending 
limit.  In  particular,  you  seek  confirmation  that  the  par¬ 
ticipation  complies  with  the  requirements  of  the  par¬ 
ticipation  exception  if  bank  makes  advances  on  con¬ 
secutive  days  to  the  customer  that  may  appear  to 
exceed  bank’s  lending  limit  absent  the  participation, 
and  the  participant  bank  is  required  to  advance  funds 
to  bank  before  the  end  of  the  next  business  day  after 


^However,  thfj  OCC  would  not  ob|ect  if  national  banks  wish  to  voi- 
untaniy  fiio  the  notification  provided  for  in  condition  (V) 


each  advance  made  by  bank.  I  conclude  that  the 
arrangement  described  in  your  letter  falls  within  12 
CFR  32.2(l)(1),  which  incorporates  the  participation 
exception  in  the  context  of  loan  commitments. 

The  Proposal 

You  state  that  bank  will  act  as  lead  bank  in  the  provi¬ 
sion  of  a  revolving  loan.  Pursuant  to  a  valid  and 
unconditional  participation  agreement,  a  national 
bank  will  commit  to  purchase  from  bank  any  portions 
of  any  loan  advances  in  excess  of  bank’s  legal  lend¬ 
ing  limit. 

The  loan  will  be  administered  on  a  zero  balance 
basis.  Net  deposits  of  the  borrower  with  the  bank  on 
any  given  day  will  be  applied  against  the  outstanding 
balance  under  the  terms  of  the  loan  and  any  with¬ 
drawals  in  excess  of  deposits  on  any  given  day  will 
result  in  an  advance  to  the  borrower  under  the  revolv¬ 
ing  loan.  Any  required  advance  to  the  borrower  will  be 
made  as  of  the  close  of  the  business  day,  and  in  the 
event  that  such  advance  requires  an  advance  to  bank 
by  the  participant  bank,  that  bank  is  notified  on  the 
following  business  day  and  the  required  funds  are 
transferred  by  the  participant  bank  to  bank  by  the 
close  of  that  business  day. 

Legal  Analysis 

The  lending  limit  statute,  12  USC  84,  defines  “loans 
and  extensions  of  credit”  as  “all  direct  or  indirect 
advances  of  funds  to  a  person  made  on  the  basis  of 
any  obligation  of  that  person  to  repay  the  funds  or .  .  . 
any  liability  of  a  national  banking  association  to 
advance  funds  to  or  on  behalf  of  a  person  pursuant  to 
a  contractual  commitment.  ...”  12  USC  84(b)(1).  The 
inclusion  of  loan  commitments  in  this  definition  is 
reflected  in  the  implementing  regulation,  12  CFR  Part 
32.  See  12  CFR  32.2(j)(1)(l).  Thus,  the  lending  limit  will 
apply,  absent  an  exception,  if  there  is  either  an  actual 
advance  of  funds  or  a  contractual  commitment  to 
advance  funds. 

A  revolving  line  of  credit  is  one  type  of  contractual 
commitment  to  advance  funds.  A  revolving  line  of 
credit  is  a  contractual  commitment  to  lend  up  to  a 
predetermined  amount  to  a  borrower  (“credit  limit”). 
The  funds  may  be  drawn  against  the  credit  limit, 
repaid  and  redrawn  at  any  time  consistent  with  the 
terms  of  the  agreement.  Interest  is  calculated  on  the 
outstanding  balance. 

Under  the  participation  exception,  the  amount  of  a 
valid  loan  participation  may  be  deducted  from  the 
amount  of  the  loan  in  calculating  the  lending  limit  pro¬ 
vided  certain  requirements  are  met.  See  12  CFR 
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32.2(j)(2)(vi)  and  32.2(l)(1).  You  state  that  the  partici¬ 
pation  described  in  your  letter  complies  with  all  the 
requirements  of  the  participation  exception,  subject 
to  your  question  with  regard  to  the  funding  of  the  par¬ 
ticipation. 

If  the  loan  commitment  in  question  was  a  commit¬ 
ment  to  advance  a  single  sum,  the  amount  of  credit 
committed  in  excess  of  bank’s  lending  limit  would  be 
deducted  in  calculating  the  amount  of  the  commit¬ 
ment  for  lending  limit  purposes  since  the  excess 
amount  would  be  received  from  the  participant  bank 
before  the  close  of  the  business  day  after  the  amount 
was  extended  to  the  borrower.  See  12  CFR  32.2(l)(1) 
and  32.2(j)(2)(vi).  The  position  is  no  different  for  a 
multiple  advance  loan  such  as  a  line  of  credit  despite 
the  fact  that  the  bank  may  appear  to  be  in  an  excess 
position  at  the  end  of  consecutive  days  on  which 
advances  have  been  made.  On  each  day,  the  bank’s 
credit  risk  is  reduced  by  a  valid  participation  that 
requires  next  business  day  funding  with  respect  to 
that  part  of  each  advance  made  to  the  customer  on 
each  day  that  otherwise  would  exceed  the  lending 
limit. 

The  obligation  of  the  participant  bank  to  participate  in 
the  advance  by  the  close  of  the  following  business 
day  is  not  invalidated  by  the  fact  that  another 
advance  is  made  to  the  borrower  on  that  day,  since 
the  participant  is  obligated  to  participate  in  that  new 
advance  by  the  end  of  the  next  day.  The  purpose  of 
the  next  day  funding  requirement  is  to  ensure  prompt 
funding  by  participants  in  loans  and  commitments 
and  not  to  proscribe  validly  participated-out  loans  or 
advances  being  made  on  consecutive  days.  I  there¬ 
fore  conclude  that  the  arrangement  described  in  your 
letter  is  legal  assuming  the  participation  complies  in 
all  other  respects  with  the  participation  exception  as 
stated  in  your  letter. 

I  trust  that  this  has  been  responsive  to  your  inquiry.  If 
you  have  any  questions,  please  contact  me  or 
Jonathan  Fink,  an  attorney  on  my  staff,  at  (202) 
874-5300. 

Peter  Liebesman 
Assistant  Director 

Bank  Activities  and  Structure  Division 


791— July  10,  1997 

12  USC  24(7),  Part  1 

[  ] 

Dear  [  ]: 

This  is  in  response  to  your  letter  seeking  a  legal  opin¬ 
ion  regarding  the  risk-based  capital  requirements  for 
State  of  New  Jersey  State  Pension  Funding  Bonds 
(“bonds”).  We  conclude  that  the  bonds  would  qualify 
as  Type  I  securities  under  the  OCC’s  investment 
securities  regulation.  The  bonds  therefore  would 
qualify  for  a  20  percent  risk-weight  under  the  OCC’s 
risk-based  capital  regulation. 

Background 

The  New  Jersey  Economic  Development  Authority 
(“Authority”)  is  issuing  the  bonds  pursuant  to  the 
recently  enacted  New  Jersey  Pension  Bond 
Financing  Act  (“act”)  to  fund  a  portion  of  New  Jersey’s 
current  unfunded  accrued  liability  for  certain  state 
pension  funds  and  retirement  systems.  Prior  to  enact¬ 
ment  of  the  act,  New  Jersey  was  required  to  make 
annual  payments  to  the  retirement  systems,  with  the 
specific  amounts  actuarially  determined  and  gov¬ 
erned  by  state  statutes.  Under  those  state  statutes, 
New  Jersey  made  three  types  of  annual  contributions 
to  fund  the  state’s  obligations  under  its  pension  and 
retirement  systems:  an  annual  contribution,  a  contri¬ 
bution  to  cover  the  medical  costs  of  retirees,  and  the 
“unfunded  accrued  liability  contribution”  representing 
pension  benefits  earned  in  prior  years  that,  based  on 
standard  actuarial  practices,  are  not  yet  fully  funded.1 

The  act  would  replace  the  actuarially  determined  lia¬ 
bility  schedule  for  the  unfunded  accrued  liability  with 
a  series  of  required  payments  made  by  the  State 
Treasurer  (“treasurer”).  The  act  states  that  “[i]t  is  in  the 
public  interest  to  fund  this  unfunded  accrued  liability, 
in  full  or  in  part,  through  the  issuance  of  bonds,  notes 
or  other  obligations  by  the  New  Jersey  Economic 
Development  Authority  which  shall  be  retired  through 
annual  payments  to  be  made  by  the  State,  subject  to 
appropriation  by  the  State  Legislature.’  (emphasis 
added).  New  Jersey  will  continue  to  make  the  annu¬ 
al  contribution"  and  the  contribution  to  cover  the  med¬ 
ical  costs  of  retirees  based  on  existing  statutory 
requirements. 


1 1n  its  fiscal  1997  appropriations  act,  New  Jersey  has  determined 
to  contribute  $628  5  million  per  year  to  its  pension  and  retirement 
systems. 
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The  bonds  are  limited  obligations  of  the  Authority, 
payable  from  revenues  appropriated  by  the  treasurer 
under  a  contract  between  the  Authority  and  the  trea¬ 
surer  (“contract”).  Although  the  Authority  has  no  taxing 
power,  the  contract  would  provide  that  the  treasurer 
shall  pay  from  New  Jersey’s  general  fund  directly  to 
the  bonds’  trustee  prior  to  or  on  each  payment  date  an 
amount  sufficient  to  meet  the  principal  and  interest 
servicing  costs  on  the  bonds  for  that  period.  Under  the 
contract,  the  treasurer  would  be  required  to  request 
that  the  governor  in  each  fiscal  year  include  in  the 
state  budget  message  an  appropriation  of  all  amounts 
sufficient  to  service  the  bonds  and  payable  from  New 
Jersey’s  general  fund.  The  treasurer  would  inform  the 
bonds’  trustee  and  the  Authority  of  any  failure  to 
request  the  full  amount  contemplated  by  the  contract. 
If  the  appropriate  appropriation  is  not  made,  the  trea¬ 
surer  would  be  required  to  ask  the  governor  for  a  sup¬ 
plemental  appropriation  until  New  Jersey  appropriat¬ 
ed  all  funds  due  under  the  contract.  The  state  legisla¬ 
ture  would  have  no  legal  obligation  to  make  such 
appropriations.  You  note  that  New  Jersey  has  $4  bil¬ 
lion  in  outstanding  bonds  payable  through  similar  con¬ 
tractual  arrangements  with  the  treasurer,  including 
notes  issued  by  the  Transportation  Trust  Fund,  the 
Economic  Recovery  Fund,  and  the  Sports  and 
Expositions  Authority.  The  state  has  used  such 
arrangements  for  20  years  and  the  State  Legislature 
always  has  appropriated  funds  sufficient  to  service 
those  notes. 

You  state  that,  because  debt  service  on  the  bonds 
essentially  replaces  the  payments  New  Jersey  cur¬ 
rently  is  required  to  make  with  respect  to  the  unfund¬ 
ed  accrued  liability  pursuant  to  the  relevant  statutes, 
the  bonds  constitute  a  general  obligation  of  New 
Jersey  and  therefore  entitled  to  a  20  percent  risk- 
weight  under  the  federal  banking  agencies’  risk- 
based  capital  guidelines. 

Law 

National  banks  may  purchase  investment  securities 
for  their  own  account  “under  such  limitations  and 
restrictions  as  the  Comptroller  of  the  Currency  may  by 
regulation  provide."  12  USC  24(Seventh).  Section 
24(Seventh)  states  that  the  limitations  on  bank  pur¬ 
chases  of  securities  do  not  apply  to  “general  obliga¬ 
tions  of  any  State  or  political  subdivision  thereof.”  Id. 
OCC  regulations  implementing  section  24(Seventh) 
define  “Type  I”  securities  as  “[g]eneral  obligations  of 
a  State  of  the  United  States  or  any  political  subdivi¬ 
sion  12  CFR  1  2(1).  The  OCC  further  defines  “gener¬ 
al  obligation  of  a  State  or  political  subdivision"  to 
include 

An  obligation  payable  from  a  special  fund  or 


by  an  obligor  not  possessing  general  powers 
of  taxation,  when  an  obligor  possessing  gen¬ 
eral  powers  of  taxation,  including  property 
taxation,  has  unconditionally  promised  to 
make  payments  into  the  fund  or  otherwise 
provide  funds  to  cover  all  required  payments 
on  the  obligation. 

Id.  at  §  1.2(b)(2). 

A  national  bank  may  demonstrate  the  indirect  com¬ 
mitment  of  full  faith  and  credit  by  a  state  through  the 
existence  of  a  statutory  provision  or  agreement  that 
unconditionally  commits  the  state  or  the  political  sub¬ 
division  to  provide  funds  that,  together  with  other 
available  funds,  are  sufficient  for  the  timely  payment 
of  interest  on,  and  principal  of,  the  obligation.  Such 
funds  may  be  in  the  form  of  annual  grants  or 
advanced  whenever  the  other  available  revenues  are 
not  sufficient  for  the  payment  of  principal  and  interest. 
Id.  at  §  1 . 1 00(b)(4).  In  addition,  the  OCC  considers  an 
obligation  to  be  supported  by  the  full  faith  and  credit 
of  a  state  or  political  subdivision  when  the  promise  or 
other  commitment  of  the  state  or  political  subdivision 
will  produce  funds  which,  together  with  other  funds 
available  for  that  purpose,  will  be  sufficient  to  provide 
for  all  required  payments  on  the  obligation.  Id.  at  § 
1.110(a).  A  national  bank  may  consider  an  obligation 
expressly  or  implicitly  dependent  on  voter  or  legisla¬ 
tive  authorization  of  appropriations  as  supported  by  a 
state’s  or  political  subdivision’s  full  faith  and  credit  if  it 
determines,  on  the  basis  of  past  actions  by  the  voters 
or  legislative  body  in  similar  situations  involving  simi¬ 
lar  projects,  that  it  is  reasonably  probable  that  the 
obligor  will  obtain  all  necessary  appropriations.  Id. 

The  OCC  has  concluded  that  “appropriations  claus¬ 
es” — clauses  stating  that  certain  payments  that  are 
either  statutory  or  contractual  obligations  require 
appropriation  by  a  legislature — do  not  prevent  the 
conclusion  that  an  obligation  is  supported  by  the  full 
faith  and  credit  of  a  state  or  political  subdivision  there¬ 
of.  The  bank  must  determine,  on  the  basis  of  past 
actions  by  the  voters  or  legislative  body  in  similar  situ¬ 
ations  involving  similar  projects,  that  "it  is  reasonably 
probable  that  the  obligor  will  obtain  all  necessary 
appropriations.”  See  OCC  Interpretive  Letter  No.  675 
(March  15,  1995),  reprinted  In  [1994-1995  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  H  83,623. 

The  OCC  also  has  concluded  that,  where  a  state  trea¬ 
surer  is  obligated  to  commit  on  behalf  of  a  state  to 
deposit  sufficient  money  from  the  state's  general  rev¬ 
enue  fund  into  a  note  service  fund  to  pay  principal 
and  interest  on  a  bond,  the  bond  should  be  consid¬ 
ered  a  general  obligation  since  an  unconditional 
promise  by  the  state  to  make  such  payments  exists. 
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See  Letter  from  William  B.  Glidden,  Assistant  Director 
(August  16,  1988)  (unpublished)  (“Glidden  Letter”). 

OCC  risk-based  capital  regulations  contain  four  risk 
weights  for  national  bank  assets  and  off-balance 
sheet  items,  ranging  from  zero  to  100  percent.  See  12 
CFR  Part  3,  Appendix  A,  Section  3.  The  20  percent 
risk-weight  category  includes  “claims  representing 
general  obligations  of  any  public-sector  entity  in  an 
OECD  country,  and  that  portion  of  any  claims  guar¬ 
anteed  by  any  such  public  sector  entity.  In  the  U.S., 
these  obligations  must  meet  the  requirements  of  12 
CFR  [1.2(b)].”  Id.  at  section  3(a)(2)(ix).  In  contrast, 
revenue  obligations  of  a  public-sector  entity  in  an 
OECD  country  that  are  repayable  “solely  from  the  rev¬ 
enues  generated  by  the  project  financed  through  the 
issuance  of  the  obligations”  receive  a  50  percent  risk- 
weight.  Id.  at  section  3(a)(3)(i). 

Discussion 

The  bonds  qualify  as  Type  I  securities,  and,  therefore, 
should  be  subject  to  a  20  percent  risk-weight.  In  this 
instance,  an  obligor  with  general  powers  of  taxation 
has  committed  to  provide  funds  that  cover  all 
required  payments  on  an  obligation,  as  Part  1 
requires.  See  12  CFR  1.2(b)(2).  The  proposed  con¬ 
tract  between  the  treasurer  and  the  Authority  contem¬ 
plates  that  New  Jersey  will  appropriate  sufficient  rev¬ 
enues  to  cover  service  on  the  bonds.  The  contract 
commits  the  treasurer  to  obtaining  funds  through  the 
appropriations  process  from  the  state’s  general  fund 
to  support  the  bonds  and  New  Jersey’s  obligations  to 
its  pension  and  retirement  systems.  The  Authority,  an 
entity  without  taxing  powers,  will  service  the  bonds 
with  funds  appropriated  by  the  state,  pursuant  to  the 
contract.  The  OCC  previously  has  stated  that  a  state 
treasurer’s  commitment  to  deposit  funds  from  a  state’s 
general  fund  to  support  the  servicing  of  bonds  should 
render  such  notes  general  obligations  under  Part  1. 
See  Glidden  Letter,  supra.  The  facts  in  the  instant  sit¬ 
uation  are  similar  to  those  outlined  in  the  Glidden 
Letter.  In  both  situations,  the  state  treasurer  has  com¬ 
mitted  to  transfer  funds  from  a  state’s  general  fund  to 
service  the  bonds,  subject  to  legislative  appropria¬ 
tion. 

The  existence  of  an  “appropriations  clause,”  whereby 
the  funds  to  service  the  bonds  are  dependent  on  the 
state’s  appropriation  process,  does  not  bar  the  con¬ 
clusion  that  the  bonds  are  Type  I  securities,  even 
though  there  is  no  guarantee  that  the  legislature  in 
fact  will  appropriate  the  necessary  funds  in  a  timely 
manner.  See  OCC  Interpretive  Letter  No.  675,  supra. 
Part  1  states  that  a  statutory  provision  or  agreement 
that  unconditionally  commits  the  state  to  provide 
funds  that,  together  with  other  available  funds,  are 


sufficient  to  ensure  timely  payments  on  the  obligation, 
constitutes  a  full  faith  and  credit  obligation  of  that 
state.  Such  funds  can  be  in  the  form  of  annual  grants. 
12  CFR  1.100(b)(4).  The  recent  passage  of  the  act 
strongly  suggests  that  New  Jersey  has  made  a  com¬ 
mitment  to  channel  the  necessary  funds  to  the 
Authority  to  service  the  bonds.  The  treasurer’s  com¬ 
mitment  to  pursue  the  necessary  appropriation  of 
funds  constitutes  the  type  of  “statutory  provision  or 
agreement”  envisioned  by  section  1.100(b)(4).  The 
contract  obligates  the  treasurer  to  seek  the  necessary 
funding  and  the  historical  record  demonstrates  that 
New  Jersey  has  always  made  available  the  neces¬ 
sary  appropriations. 

Part  1  also  states  that  national  banks  may  consider 
past  actions  by  voters  or  a  legislative  body  to  support 
the  determination  that  the  bonds  are  supported  by 
the  full  faith  and  credit  of  New  Jersey  and  thus  quali¬ 
fy  as  Type  I  securities.  See  1 2  CFR  1.11 0(a)  and  OCC 
Interpretive  Letter  No.  675,  supra.  In  this  instance, 
national  banks  may  look  to  the  recent  passage  of  the 
act  as  evidence  that  New  Jersey  will  make  available 
the  necessary  funds  to  service  the  bonds  and  there¬ 
fore  provide  the  necessary  state  support  for  New 
Jersey’s  pension  and  retirement  systems.  The  act 
represents  a  mechanism  for  ensuring  continued  state 
support  of  New  Jersey’s  pension  and  retirement  sys¬ 
tems.  The  state  has  never  defaulted  on  its  obligations 
to  its  pension  and  retirement  plans  and  the  executive 
and  legislative  branches  of  the  state  worked  to 
ensure  passage  of  the  act  and  are  aware  of  its  provi¬ 
sions  and  requirements.  Finally,  New  Jersey  has 
issued  similar  notes  over  the  past  20  years  involving 
contractual  arrangements  between  the  treasurer  and 
the  issuer  of  such  notes  that  establish  a  commitment 
by  the  treasurer  to  seek  appropriations  from  the  State 
Legislature.  New  Jersey  has  always  honored  its  com¬ 
mitment  on  such  instruments.  Thus,  national  banks 
would  have  a  reasonable  basis  for  concluding  that 
New  Jersey  will  meet  its  obligations  on  the  bonds  in 
the  instant  case. 

Because  the  bonds  would  meet  the  requirements 
under  12  CFR  1.2(b)(2)  for  a  general  obligation  of  a 
state  or  political  subdivision,  they  would  qualify  for  a 
20  percent  risk-weight  under  the  OCC’s  risk-based 
capital  regulations.  The  bonds  are  “obligations  of  any 
public  sector  entity  in  an  OECD  country”,  since  the 
Authority  constitutes  an  entity  established  by  New 
Jersey  and  the  bonds  ultimately  are  supported  by 
payments  from  the  state’s  general  revenues. 

Conclusion 

National  banks  may  purchase  the  bonds  as  Type  I 
securities  and  should  treat  them  as  having  a  20  per- 
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cent  risk-weight  under  Part  3.  The  OCC  does  not 
endorse  specific  investments  and  this  letter  should 
not  be  used  in  a  manner  that  suggests  otherwise.  If 
you  have  any  questions,  please  do  not  hesitate  to 
contact  me  at  (202)  874-5210. 

Lee  Walzer 
Senior  Attorney 

Securities  and  Corporate  Practices  Division 


792— July  25,  1997 

12  USC  2901 

[  ] 

Dear  [  ]: 

This  letter  responds  to  your  April  24,  1997  letter 
requesting  an  opinion  about  the  applicability  of  the 
Community  Reinvestment  Act  (CRA)  to  financial  insti¬ 
tutions’  investments  in  the  [  ]  (the  “fund”).  As 

you  know,  the  four  federal  bank  and  thrift  regulatory 
agencies  (“agencies”)  promulgated  substantially  sim¬ 
ilar  CRA  regulations  on  May  4,  1995.  In  order  to  pro¬ 
mote  consistent  interpretation  of  these  CRA  regula¬ 
tions,  staff  from  all  four  agencies  have  considered 
your  inquiry  and  concur  in  the  opinions  expressed  in 
this  letter. 

I.  Background 

In  your  letter,  you  explain  that  the  fund  was  estab¬ 
lished  as  a  vehicle  for  investors  to  invest  in  women- 
owned  businesses  located  in  the  Mid-Atlantic  region. 
Investors  can  purchase  a  limited  partnership  interest 
in  the  fund  for  $100,000.  These  investments  will  be 
used  by  the  fund  to  invest  in  approximately  15 
women-owned  businesses.  Some  of  these  business¬ 
es  will  meet  the  size  eligibility  standards  of  the  Small 
Business  Administration’s  Development  Company  or 
Small  Business  Investment  Company  programs  (13 
CFR  121.301)  or  have  gross  annual  revenues  of 
$1 ,000,000  or  less. 

Your  letter  further  explains  that  financial  institutions 
will  invest  in  the  fund  through  their  bank  holding  com¬ 
panies  These  companies  will  designate  a  specific 
geographic  area  in  which  the  fund  will  invest  a  portion 
of  its  assets  The  fund  will  inform  the  holding  compa¬ 


ny  of  the  amount  it  has  invested  in  the  targeted  geo¬ 
graphic  area.  Where  more  than  one  holding  company 
has  designated  the  same  area,  the  fund  will  allocate 
between  the  companies  the  amount  it  has  invested  in 
that  area. 

II.  Discussion 

In  your  letter,  you  ask  whether  a  financial  institution 
that  invests  in  the  fund  would  “receive  positive  con¬ 
sideration  under  the  CRA  regulations  for  its  entire 
investment  in  the  fund  to  the  extent  the  fund  makes 
qualified  investments  in  the  banking  institution’s 
assessment  area(s),  with  proportional  consideration 
being  given  where  the  fund  has  invested  in  compa¬ 
nies  located  in  an  assessment  area  designated  by 
more  than  one  banking  institution.”1  This  question 
raises  three  issues:  (a)  may  an  institution  that  invests 
in  an  entity,  such  as  the  fund,  that  supports  small 
businesses  in  the  institution’s  assessment  area 
receive  positive  consideration  for  making  a  “qualified 
investment”  under  the  CRA  regulations?;  (b)  would 
the  institution  receive  positive  consideration  only  for 
such  investments  and  only  to  the  extent  that  they  pro¬ 
vide  direct  benefits  to  the  institution’s  assessment 
area?;  and  (c)  How  much  consideration  will  examin¬ 
ers  give  to  an  institution's  investment  in  an  entity,  such 
as  the  fund,  where  another  institution  has  also  invest¬ 
ed  in  the  fund  and  designated  the  same  assessment 
area  in  which  the  entity  will  support  small  businesses? 
These  issues  are  addressed  below. 

A.  Qualified  Investments  in  Small  Businesses 

The  CRA  regulations  establish  the  framework  and  cri¬ 
teria  by  which  the  agencies  assess  an  institution’s 
record  of  helping  to  meet  the  credit  needs  of  its  com¬ 
munity.  The  CRA  regulations  set  out  a  number  of  dif¬ 
ferent  evaluation  methods  for  examiners  to  use, 
depending  on  the  business  strategy  and  size  of  the 
institution  under  examination. 

Regardless  of  the  performance  test  under  which  a 


Tyour  letter  also  indicates  that  a  portion  of  the  fund’s  offering 
memorandum  will  describe  this  interpretive  letter.  Please  note  that 
this  letter  addresses  only  whether  an  investment  in  an  entity  that 
supports  small  businesses  would  receive  favorable  CRA  consider¬ 
ation.  It  does  not  address  whether  such  an  investment  would  be 
lawful  The  CRA  does  not  provide  financial  institutions  with  any 
independent  authority  to  make  loans  or  investments  Furthermore 
the  agencies  do  not  endorse  particular  lending  or  investment  prod 
ucts 
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regulated  financial  institution  is  evaluated,2  an  institu¬ 
tion  can  receive  positive  consideration  for  making 
“qualified  investments”  that  help  meet  the  credit 
needs  of  the  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes  the 
institution’s  assessment  area(s).3 

“Qualified  investment”  is  defined  in  the  revised  CRA 
regulations  as: 

[A]  lawful  investment,  deposit,  membership 
share  or  grant  that  has  as  its  primary  purpose 
community  development.4 

“Community  development”  is  defined  to  include: 

Activities  that  promote  economic  development 
by  financing  businesses  or  farms  that  meet  the 
size  eligibility  standards  of  the  Small  Business 
Administration’s  Development  Company  or 


2Large  institutions’  CRA  performance  is  typically  evaluated  under 
the  lending,  investment  and  service  tests.  Examiners  consider 
large  institutions’  qualified  investments  under  the  investment  test. 
See  12  CFR  25.23(a),  228.23(a),  345.23(a),  and  563e.23(a).  In  a 
small  institution  examination,  examiners  may  adjust  an  institution’s 
evaluation  under  the  small  institution  performance  criteria,  if  appro¬ 
priate,  based  on  lending-related  qualified  investments.  See  12  CFR 
25.26(a)(1),  228.26(a)(1),  345.26(a)(1),  and  563e.26(a)(1).  See 
also  Community  Reinvestment  Act;  Interagency  Questions  and 
Answers  Regarding  Community  Reinvestment  (hereinafter  “Qs  and 
As”),  61  Fed.  Reg.  54,647,  54,658  (Oct.  21,  1996)  (Q  and  A  1 
addressing  §  _.26(a)  (consideration  of  small  institutions’  lending- 
related  activities)).  Qualified  investments  may  also  be  considered 
to  determine  if  a  small  institution  merits  an  outstanding  CRA  rating. 
See  12  CFR  pt.  25  app.  A(d)(2),  pt.  228  app.  A(d)(2),  pt.  345  app. 
A(d)(2),  and  pt.  563e  app.  A(d)(2).  See  also  Q  and  A  5  addressing 
§  _.26(a),  61  Fed.  Reg.  at  54,659.  The  community  development 
test,  which  is  appropriate  for  wholesale  and  limited  purpose  insti¬ 
tutions,  evaluates,  Inter  alia,  the  number  and  amount  of  qualified 
investments.  See  12  CFR  25.25(c)(1),  228.25(c)(1),  345.25(c)(1), 
and  563e. 25(c)(1).  And,  finally,  institutions  evaluated  on  the  basis 
of  a  strategic  plan  must  include  in  their  plan  how  they  intend  to 
meet  the  credit  needs  of  their  assessment  area(s).  They  may  meet 
credit  needs  through  lending,  investment,  and/or  services,  as 
appropriate.  See  12  CFR  25.27(f)(1),  228.27(f)(1),  345.27(f)(1),  and 
563e. 27(f)(1)  (emphasis  added). 

3 See  12  CFR  25.23(a),  25.25(e)(1),  25.26(a),  25.27(f)(1)(l), 
228.23(a),  228.25(e)(1),  228.26(a),  228.27(f)(1)(l),  345.23(a), 
345.25(e)(1),  345.26(a),  345.27(f)(1)(l),  563e.23(a),  563e. 25(e)(1), 
563e. 26(a),  and  563e.27(f)(1)(l).  See  also  Q  and  A  2  addressing  § 
_ .26(b),  61  Fed.  Reg.  at  54,659-60  (consideration  of  a  small  insti¬ 
tution's  qualified  investments  in  a  statewide  or  regional  area  that 
includes  the  institution’s  assessment  area(s)).  In  the  case  of  whole¬ 
sale  and  limited  purpose  institutions,  examiners  will  give  positive 
consideration  to  qualified  investments  nationwide  if  the  institution 
has  adequately  addressed  the  needs  of  its  assessment  area(s). 
See  12  CFR  25.25(e)(2),  228.25(e)(2),  345.25(e)(2),  and 
563e.  25(e)(2). 

412  CFR  25. 1 2(s),  228.12(s),  345.12(s),  and  563e.12(r).  This  let¬ 

ter  assumes,  without  deciding,  that  the  financial  institutions’  contri¬ 

butions  to  the  program  would  be  lawful. 


Small  Business  Investment  Company  programs 
(13  CFR  121.301)  or  have  gross  annual  rev¬ 
enues  of  $1  million  or  less.5 

Financing  businesses  meeting  the  above  size  eligibil¬ 
ity  standards  does  not  always  necessarily  promote 
economic  development.  The  agencies’  examiners  will 
presume  that  any  loan  to  or  investment  in  a  Small 
Business  Development  Company  or  Small  Business 
Investment  Company  promotes  economic  develop¬ 
ment.  Other  activities  that  finance  small  businesses 
that  meet  the  size  eligibility  standards  must  support 
permanent  job  creation,  retention,  and/or  improve¬ 
ment  for  persons  who  are  currently  low-  or  moderate- 
income  or  support  permanent  job  creation,  retention, 
and/or  improvement  in  low-  or  moderate-income  geo¬ 
graphies  targeted  for  redevelopment  by  federal, 
state,  local,  or  tribal  governments. 

A  financial  institution’s  investment  in  an  entity  such  as 
the  fund  may  have  as  its  primary  purpose  community 
development.  The  fund  will  provide  financing  for  small 
businesses  in  the  Mid-Atlantic  area  that  may  meet  the 
size  eligibility  standards  discussed  above  and  the 
financing  of  which  may  promote  economic  develop¬ 
ment.  An  institution  may  receive  positive  consideration 
for  its  investment  in  an  entity,  such  as  the  fund,  pro¬ 
vided  that  the  investment  helps  meet  the  credit  needs 
of  the  institution’s  assessment  area(s),  or  a  broader 
statewide  or  regional  area  that  includes  the  institution’s 
assessment  area(s),  by  supporting  small  businesses 
meeting  those  size  eligibility  standards  and  financing 
them  will  promote  economic  development.6 

B.  Qualified  Investments  that  Benefit  Areas 
Outside  of  an  Institution’s  Assessment  Area(s) 

An  institution  may  receive  positive  consideration  for 
its  entire  investment  in  an  entity,  such  as  the  fund, 
even  if  the  investment  is  not  used  by  the  entity  to 
make  qualified  investments  exclusively  in  that  institu¬ 
tion’s  assessment  area.  As  explained  above,  an  insti- 


512  CFR  25.12(h)(3),  228.12(h)(3),  345.12(h)(3),  and 

563e.  12(g)(3). 

6A  financial  institution  may  receive  positive  consideration  for 
such  investments  even  if  they  are  made  by  the  institutions  holding 
company  rather  than  by  the  institution  itself.  At  the  financial  institu¬ 
tion's  request,  the  institution’s  regulator  will  consider,  “in  its  assess¬ 
ment  of  the  [institution's]  investment  performance,  a  qualified 
investment  made  by  an  affiliate  of  the  bank,  if  the  qualified  invest¬ 
ment  is  not  claimed  by  any  other  institution.  See  12  CFR  25  23(c), 
228.23(c),  345.23(c),  and  563e. 23(c)  Thus,  a  bank  holding  com¬ 
pany  that  invests  in  an  entity  such  as  the  fund  may  allocate  to  an 
affiliated  financial  institution  the  qualified  investments  made  by  the 
fund  as  a  result  of  that  investment.  That  affiliated  institution  could 
then  ask  its  regulator  to  consider  those  qualified  investments  dur¬ 
ing  its  CRA  evaluation  provided  that  no  other  institution  requests 
consideration  of  the  same  qualified  investments 
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tution  may  receive  positive  consideration  for  qualified 
investments  that  help  meet  the  credit  needs  of  the 
institution's  assessment  area(s)  or  a  broader 
statewide  or  regional  area  that  includes  the  institu¬ 
tion's  assessment  area(s).  A  regional  area  may  be  as 
small  as  a  city  or  county  or  as  large  as  a  multistate 
area,  such  as  the  Mid-Atlantic  region.  See  Community 
Reinvestment  Act;  Interagency  Questions  and 
Answers  Regarding  Community  Reinvestment,  61 
Fed.  Reg.  54,647,  54,658  (October  21,  1996)  (Q  and 
A  6  addressing  § _ .12(1)  and  563e. 12(h)). 

The  CRA  regulations  recognize  that  community 
development  organizations  and  programs,  which 
often  operate  on  a  statewide  or  multistate  basis,  can 
be  effective  ways  for  institutions  to  promote  commu¬ 
nity  development.  As  explained  in  the  Interagency 
Questions  and  Answers  Regarding  Community 
Reinvestment,  a  qualified  investment  in  such  an  orga¬ 
nization  or  program  need  not  provide  an  immediate  or 
direct  benefit  to  an  institution’s  assessment  area(s)  in 
order  to  satisfy  the  requirement  that  a  qualified  invest¬ 
ment  benefit  an  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes  the 
institution’s  assessment  area(s): 

[A]n  institution’s  activity  is  considered  a  .  .  . 
qualified  investment  if  it  supports  an  organiza¬ 
tion  or  activity  that  covers  an  area  that  is  larger 
than,  but  includes,  the  institution’s  assessment 
areas(s).  The  institution's  assessment  area  need 
not  receive  an  immediate  or  direct  benefit  from 
the  institution’s  specific  participation  in  the 
broader  organization  or  activity,  provided  the 
purpose,  mandate,  or  function  of  the  organiza¬ 
tion  or  activity  includes  serving  geographies  or 
individuals  located  within  the  institution’s 
assessment  area. 

See  Community  Reinvestment  Act;  Interagency 
Questions  and  Answers  Regarding  Community 
Reinvestment,  61  Fed.  Reg.  54,647,  54,658  (October 

21,  1996)  (Q  and  A  5  addressing  §  _ .12(1)  and 

563e.  12(h)). 

C.  Qualified  Investments  that  Benefit  Shared 
Assessment  Area(s) 

Your  letter  raises  the  question  of  what  happens  when 
more  than  one  institution  invests  in  the  fund  and  des¬ 
ignates  the  same  assessment  area  in  which  the  fund 
is  to  support  small  businesses.  For  example,  two  insti¬ 
tutions  invest  $100,000  each  in  the  fund  and  desig¬ 
nate  Eastern  Maryland  as  the  area  in  which  the  fund 
should  invest  in  small  businesses.  The  fund  makes  a 
$100,000  qualified  investment  in  a  business  located 
m  Eastern  Maryland  and  makes  another  $100,000 


qualified  investment  in  a  business  located  elsewhere 
in  the  Mid-Atlantic  region.  The  fund  then  reports  to 
each  institution  that  it  has  used  $50,000  of  the  institu¬ 
tion’s  investment  to  support  the  Eastern  Maryland 
business  and  the  remaining  $50,000  to  support  other 
Mid-Atlantic  businesses.  How  much  consideration 
would  the  agencies’  examiners  give  to  each  institu¬ 
tion’s  investment? 

As  explained  above,  the  CRA  regulations  permit  an 
institution  to  request  consideration  of  qualified  invest¬ 
ments  that  benefit  its  assessment  area(s)  or  a  broad¬ 
er  regional  area  that  includes  the  assessment  area(s). 
Thus,  in  the  above  example,  both  institutions  would 
receive  consideration  of  their  respective  total 
$100,000  qualified  investments  as  investments  that 
benefit  a  broader  regional  area  that  includes  their 
assessment  area(s).7  However,  in  evaluating  the  qual¬ 
ified  investment’s  responsiveness  to  the  credit  needs 
of  the  institutions’  assessment  area(s),  examiners 
may,  if  circumstances  warrant  doing  so,  accord 
greater  consideration  to  the  portion  of  each  institu¬ 
tion’s  investment  that  directly  benefited  the  area(s).8 

III.  Conclusion 

Subject  to  the  restrictions  discussed  above,  an  insti¬ 
tution  that  invests  in  an  entity  such  as  the  fund  may 
receive  positive  consideration  in  its  CRA  evaluations 
for  the  entire  amount  of  its  investment  that  results  in 
qualified  investments  that  benefit  the  institution’s 
assessment  area(s)  or  a  broader  area  that  includes  its 
assessment  area(s).  Depending  on  the  circum¬ 
stances,  however,  examiners  may  accord  greater 
weight  to  qualified  investments  that  provide  direct 
benefits  to  the  institution’s  assessment  area(s).  Where 
two  institutions  share  the  same  assessment  area 
invest  in  the  entity,  and  the  entity  allocates  the  institu¬ 
tions’  investments  between  that  assessment  area  and 
a  broader  regional  area  that  includes  the  institutions’ 
assessment  area,  the  investing  institutions  would 
receive  positive  consideration  of  their  total  invest¬ 
ments  in  the  entity. 

I  trust  this  letter  is  responsive  to  your  inquiry.  If  you 
have  further  questions,  please  contact  me  or  Michele 
Meyer,  an  attorney  on  my  staff,  at  (202)  874-5750. 

Michael  S.  Bylsma 
Director 

Community  and  Consumer  Law  Division 


7 See  12  CFR  25.23(e)(1),  228.23(e)(1),  345.23(e)(1),  and 
563e  23(e)(1). 

8See  12  CFR  25.23(e)(3).  228  23(e)(3),  345  23(e)(3),  and 
563e  23(e)(3). 
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793 — August  5,  1997 

12  USC  2901 

[  ] 

Dear  [  ]: 

This  letter  responds  to  your  inquiry  about  whether 
financial  institutions  that  finance  the  renovation  of  the 
Parkchester  condominium  complex  in  the  Bronx 
would  receive  positive  consideration  when  the  institu¬ 
tions’  Community  Reinvestment  Act  (CRA)  perfor¬ 
mance  is  evaluated  by  their  regulators.1  As  you  may 
know,  the  four  financial  institutions  regulatory  agen¬ 
cies  issue  interagency  CRA  interpretive  letters  for  the 
purpose  of  providing  consistent  guidance  to  our 
examiners,  financial  institutions,  and  the  public.  The 
letters  are  intended  to  provide  broadly  applicable 
guidance  and  not  to  endorse  any  specific  projects  or 
products. 

In  order  to  provide  broadly  applicable  guidance  as 
described  above,  this  letter  will  focus  on  how  an 
examiner  would  determine  whether  loans  for  renova¬ 
tion  of  the  project,  or  a  similar  project,  would  receive 
favorable  consideration  under  the  CRA  regulations. 


^Parkchester  is  a  multibuilding  residential  complex  in  the  East 
Bronx.  It  includes  12,271  apartment  units,  approximately  a  half  a 
million  square  feet  of  retail  space  and  five  parking  garages. 
Although  originally  built  over  50  years  ago  to  provide  moderate- 
income  rental  housing,  the  complex  has  been  converted  to  condo¬ 
minium  ownership.  Conversion  occurred  through  the  noneviction 
conversion  method,  pursuant  to  which  nonbuying  tenants  could 
remain  indefinitely  as  renters.  According  to  a  New  York  Times  arti¬ 
cle,  in  1996  unsold  apartments  made  up  just  under  40  percent  of 
the  units  in  the  North  condominium  and  57  percent  of  the  units  in 
the  South  condominium.  See  Alan  S.  Oser,  “Buyer’s  Goal  at 
Parkchester:  Restoration  of  a  Mini-City,"  New  York  Times,  October 
27,  1996,  section  9  (Real  Estate),  at  1,  6.  The  tenants  were  either 
recent  renters  of  vacant  apartments,  who  were  not  rent-regulated, 
or  long-term  occupants  of  regulated  apartments,  whose  rent-con¬ 
trol  or  rent-stabilization  rights  were  undisturbed  by  the  conversion. 
In  addition,  some  of  the  condominiums  were  owned  by  investor- 
owners  who  rented  them  to  tenants.  According  to  the  same  article, 
in  1996  the  number  of  owner-occupied  apartments  in  the  complex 
was  estimated  at  about  3,400. 

Parkchester  covers  two  full  census  tracts  and  most  of  a  third.  Your 
letter  mentioned  that,  according  to  the  1990  census,  the 
Parkchester  population  was  22,393,  although  more  accurate  esti¬ 
mates  are  in  the  40,000  range. 

The  Parkchester  complex  has  deteriorated  substantially  in  the  past 
decades.  All  of  the  major  building  systems  are  original  and  most 
require  upgrading,  including,  in  particular,  the  plumbing  and  elec¬ 
trical  systems  and  the  windows.  Your  letter  stressed  that  individual 
unit  values  have  declined,  and  that  it  is  widely  acknowledged  that 
there  is  no  market  for  unit  end  loans  due  to  the  physical  conditions 
and  high  sponsor  unit  ownership. 


As  you  know,  the  four  federal  bank  and  thrift  regula¬ 
tory  agencies  promulgated  substantially  similar  CRA 
regulations  on  May  4,  1995. 2  Staff  from  all  four  agen¬ 
cies  have  considered  your  inquiry  and  concur  in  the 
opinions  expressed  in  this  letter. 

Discussion 

Proposed  activity 

[  ]  [A]  and  its  subsidiary,  [  ]  [B],  pro¬ 

pose  to  rehabilitate  the  Parkchester  complex.3  [B]  has 
contracted  to  acquire  the  unsold  units,  commercial 
space,  and  garages  at  Parkchester.  These  properties 
would  provide  collateral  for  the  rehabilitation  loans. 
[B]  is  also  currently  negotiating  a  comprehensive 
rehabilitation  plan  with  Parkchester’s  two  condomini¬ 
um  boards  and  unit  owners. 

To  fund  the  acquisition  and  development  of 
Parkchester,  [A]  is  assembling  a  group  of  lenders, 
including  regulated  financial  institutions,  to  partici¬ 
pate  directly  in  a  combined  construction  and  perma¬ 
nent  loan  facility  of  about  $130  million.  Details  of  the 
financing  have  not  yet  been  determined.  In  addition 
to  participation  in  the  rehabilitation  project,  many 
financial  institutions  will  also  provide  loans  for  individ¬ 
ual  unit  sales  and  refinancings  after  the  rehabilitation 
is  completed. 

CRA  consideration  of  loans  for  renovation 

In  order  to  evaluate  loans  provided  to  the  project  by  a 
financial  institution  during  an  institution’s  CRA  exami¬ 
nation,  the  examiner  must  first  determine  what  type  of 
loans  they  are. 

Under  the  Home  Mortgage  Disclosure  Act  (HMDA) 
regulation  (12  CFR  pt.  203),  multifamily  dwelling  loans 


2 See  12  CFR  pts.  25,  228,  345,  and  563e. 

3[A]  was  incorporated  "under  the  Not-For-Profit  Corporation  Law 
of  the  State  of  New  York  for  the  purpose  of  making  mortgage 
financing  available  in  selected  neighborhoods  or  projects  which 
are  experiencing  deterioration  or  disinvestment  The  Corporation 
accomplishes  its  purpose  by  making  construction  and  permanent 
mortgage  loans  to  the  private  sector  for  the  development  and 
preservation  of  residential  properties  in  low  and  moderate  income 
areas  of  New  York  State  with  a  concentration  in  the  New  York  City 
area.  .  .  .  Governmental  agencies  and  private  sector  organizations 
participate  with  the  Corporation  in  many  of  the  mortgage  loans  that 
it  originates.”  [A]  1996  Annual  Report  at  28 

[B]  was  incorporated  "as  a  for-profit  corporation  The  purpose  of 
the  [wholly  owned]  subsidiary  is  to  function  primarily  as  a  servicer 
for  mortgage  loans  held  by  the  private  sector,  to  seek  equity  par¬ 
ticipation  in  loans  or  real  estate  ownership  of  residential  properties 
in  low  and  moderate  income  neighborhoods  within  New  York  City 
.  and  to  provide  consulting  services  on  affordable  housing  devei 
opment  and  financing."  [A]  1996  Annual  Report  at  29 
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are  collected  and  reported  as  home  mortgage  loans 
if  their  purpose  is  the  purchase,  improvement,  or  refi¬ 
nancing  of  multifamily  housing.  Because  the  CRA 
regulations  equate  “home  mortgage  loans”  with  those 
collected  and  reported  under  HMDA  as  “home  mort¬ 
gage  loans”  or  “home  improvement  loans,”  the  multi- 
family  dwelling  loans  for  renovation  of  the  Parkchester 
project  would  be  considered  as  “home  mortgage 
loans"  during  financial  institutions’  CRA  evaluations. 

However,  loans  for  multifamily  rental  housing  may 
also  be  considered  as  community  development  loans 
if  they  conform  with  the  regulations’  definitions. 

The  CRA  regulations  define  “community  development 
loan”  as  a  loan  that: 

(1)  Has  as  its  primary  purpose  community 
development;  and 

(2)  Except  in  the  case  of  a  wholesale  or  limited 
purpose  bank: 

(i)  Has  not  been  reported  or  collected  by  the 
institution  or  an  affiliate  for  consideration  in 
the  institution’s  assessment  as  a  home  mort¬ 
gage,  small  business,  small  farm,  or  con¬ 
sumer  loan,  unless  it  is  a  multifamily  dwelling 
loan  .  .  .  ;  and 

(ii)  Benefits  the  institution’s  assessment 
area(s)  or  a  broader  statewide  or  regional 
area  that  includes  the  institution’s  assess¬ 
ment  area(s).4 

“Community  development”  is  defined  in  the  regula¬ 
tions  to  include: 

(1)  Affordable  housing  (including  multifamily 
rental  housing)  for  low-  or  moderate-income 
individuals;  ...  or 

(4)  Activities  that  revitalize  or  stabilize  low-  or 
moderate-income  geographies.5 

The  community  development  activities  defined  in  the 
regulations  focus  on  low-  or  moderate-income  indi¬ 
viduals  or  geographies.  Examiners  would  evaluate 
whether  the  residents  of  Parkchester  or  the  area  in 
which  Parkchester  is  located  are  low-  or  moderate- 
income,  as  defined  by  the  regulations.6  Parkchester’s 

412  CFR  25  12(i),  228  12(i),  345  12(i),  and  563e.  12(h). 

512  CFR  25  12(h),  228.12(h),  345.12(h),  and  563e.  12(g). 

®"Low  income'  means  "an  individual  income  that  is  less  than  50 
percent  of  the  area  median  income,  or  a  median  family  income  that 

a  less  than  50  percent,  in  the  case  of  a  geography."  "Moderate- 

rioome"  means  an  individual  income  that  is  at  least  50  percent  and 

ess  ft  ar  80  percent  of  the  area  median  income,  or  a  median  family 
income  that  is  at  least  50  and  less  than  80  percent,  in  the  case  of  a 
geography  12  CFR  25  12(n).  228  12(n),  345  12(n),  and  563e  12(m). 


three  census  tracts,  according  to  the  1990  census 
data,  were  all  middle-income  geographies. 7  And, 
according  to  available  information,  Parkchester  had  a 
mix  of  low-,  moderate-,  middle-,  and  upper-income 
residents.8 

The  agencies,  however,  have  clarified  that  examiners 
have  discretion  to  consider  financial  institutions’  per¬ 
formance  in  high-cost  areas.  The  agencies  have  pro¬ 
vided  the  following  guidance: 

The  flexibility  of  the  performance  standards 
allows  examiners  to  account  in  their  evaluations 
for  conditions  in  high-cost  areas.  Examiners 
consider  lending  and  services  to  individuals 
and  geographies  of  all  income  levels  and  busi¬ 
nesses  of  all  sizes  and  revenues.  In  addition,  the 
flexibility  in  the  requirement  that  community 
development  loans,  community  development 
services,  and  qualified  investments  have  as 
their  “primary  purpose”  community  develop¬ 
ment  allows  examiners  to  account  for  conditions 
in  high-cost  areas.  For  example,  examiners 
could  take  into  account  the  fact  that  activities 
address  a  credit  shortage  among  middle- 
income  people  or  areas  caused  by  the  dispro¬ 
portionately  high  cost  of  building,  maintaining, 
or  acquiring  a  house  when  determining  whether 
an  institution’s  loan  to  or  investment  in  an  orga¬ 
nization  that  funds  affordable  housing  for  mid¬ 
dle-income  people  or  areas,  as  well  as  low-  and 
moderate-income  people  or  areas,  has  as  its 
primary  purpose  community  development.9 

It  is  generally  agreed  that  the  New  York  Metropolitan 
Statistical  Area  (MSA)  is  a  high-cost  area.  Evidence  of 
this  is  demonstrated  by  the  Runzheimer  Index  for 


^According  to  CRA  WIZ,  based  on  1990  census  data,  the  census 
tracts  (CTs)  in  which  Parkchester  is  located  had  the  following  medi¬ 
an  family  incomes:  CT  0210.00 — $34,241;  CT  0212.00 — $36,545; 
and  CT  0216.02 — $35,969.  These  amounts  correspond  to  the  fol¬ 
lowing  percentages  of  MSA  median  income:  91.27  percent;  97.41 
percent;  and  95.88  percent,  respectively,  and  thus  are  middle- 
income  geographies. 

®For  example,  according  to  CRA  WIZ,  in  CT  0212.00,  of  the  2,466 
households  counted  in  the  1990  census,  25.22  percent  were  low- 
income,  13.95  percent  were  moderate-income,  22.10  percent  were 
middle-income,  and  38.69  percent  were  high-income.  In  the  same 
census  tract,  of  the  1,460  families  counted,  20.27  percent  were 
low-income,  21.23  percent  were  moderate-income,  21  10  percent 
were  middle-income,  and  37.47  percent  were  upper-income 

^Community  Reinvestment  Act;  Interagency  Questions  and 
Answers  Regarding  Community  Reinvestment,  61  Fed  Reg 
54,647,  54,650  (October  21 ,  1996)  (Q  &  A  3  addressing  §§  _  12(h) 
and  563e.  12(g)). 
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New  York,  N.Y.10  Therefore,  examiners  would  consid¬ 
er  the  fact  that  the  renovation  will  take  place  in  a  high- 
cost  area  in  determining  whether  the  activities  are 
community  development,  either  as  providing  afford¬ 
able  housing  or  revitalizing  the  area. 

Examiners  may  determine  that  the  renovation  of 
Parkchester  has  either  or  both  of  these  activities  as  its 
primary  purpose.  They  will  make  this  determination 
based  on  loan  documents  and  other  information  pro¬ 
vided  to  them  by  the  financial  institutions.  In  evaluat¬ 
ing  that  information,  examiners  will  generally  consid¬ 
er  the  following  factors: 

•  Whether  the  express,  bona  fide  intent  of  the  ren¬ 
ovation  project,  as  stated,  for  example,  in  the 
loan  proposal,  is  primarily  to  provide  affordable 
housing  for  low-  and  moderate-income  individu¬ 
als  and/or  to  revitalize  or  stabilize  a  low-  or  mod¬ 
erate-income  area  (“the  community  develop¬ 
ment  purpose(s)”); 

•  Whether  the  renovation  project  is  specifically 
structured  to  achieve  the  expressed  community 
development  purpose(s);  and 

•  Whether  the  renovation  project  is  reasonably 
certain  to  accomplish  the  community  develop¬ 
ment  purposes.11 * 

I  trust  this  letter  is  responsive  to  your  inquiry.  If  you 
have  further  questions,  please  contact  me  or 
Margaret  Hesse,  an  attorney  on  my  staff,  at  (202) 
874-5750. 

Michael  S.  Bylsma 
Director 

Community  and  Consumer  Law  Division 


10Runzheimer  International,  an  international  management  con¬ 
sulting  firm,  prepares  an  annual  living  cost  comparison  of  various 
cities.  For  example,  in  1995,  the  Runzheimer  index  for  New  York, 
N.Y.,  was  123.1,  compared  to  the  median  of  100.0. 

11  Examiners  may  consider  the  past  record  of  performance  of 
CPC  and  CPCR  in  community  development  endeavors  as  relevant 
to  this  factor. 


794 — August  11,  1997 

[Note:  This  OCC  Interpretive  Letter  was  released 
jointly  by  the  Office  of  the  Comptroller  of  the  Currency, 
the  Federal  Deposit  Insurance  Corporation,  the 
Federal  Reserve  Board,  and  the  Office  of  Thrift 
Supervision.] 

12  CISC  2901 

[  ] 

Dear  [  ]: 

This  letter  responds  to  your  correspondence  dated 
June  20,  1997,  in  which  you  requested  that  the  four 
financial  regulatory  agencies  (“the  agencies”)  evalu¬ 
ate,  under  the  CRA  regulations  the  AAA  Mortgage- 
Backed  Security  (MBS)  investment  products  offered 
by  your  company.1  Staff  from  the  agencies  have 
reviewed  your  letter  and  supporting  documentation 
and,  for  the  reasons  indicated  below,  have  conclud¬ 
ed  that  the  type  of  investment  you  described  would 
appear  to  meet  the  definition  of  a  “qualified  invest¬ 
ment”  under  the  CRA  regulations. 

Background 

According  to  the  information  you  supplied,  [  ] 

(“the  company”)  sells  Fannie  Mae,  Freddie  Mac  and 
Ginnie  Mae  MBS's  backed  by  low-  to  moderate- 
income  housing  loans  located  within  a  financial  insti¬ 
tution’s  assessment  area(s).  To  meet  an  institution's 
investment  criteria,  the  company  pools  loans  made  to 
individuals  with  low  to  moderate  incomes  in  the  low- 
to-moderate-income  census  tracts  within  the  institu¬ 
tion’s  assessment  area(s).  You  state  in  your  letter  that 
the  company  defines  low-to-moderate  income  as  80 
percent  or  less  of  the  median  income  levels  for  each 
MSA  within  a  financial  institution’s  assessment 
area(s),  as  defined  by  the  Department  of  Housing 
and  Urban  Development  (HUD).2 


"'Please  note  that  this  letter  addresses  only  whether  an  invest¬ 
ment  in  an  MBS  bond  backed  by  home  mortgage  loans  originated 
in  the  institution's  assessment  area(s)  would  receive  favorable  CRA 
consideration.  The  letter  does  not  address  whether  such  an  invest¬ 
ment  would  be  lawful.  The  CRA  does  not  provide  financial  institu¬ 
tions  with  any  independent  authority  to  make  loans  or  investments 

2Please  note  that  the  agencies  use  the  nonadjusted,  1990  cen¬ 
sus  data  only  to  determine  if  a  particular  census  tract  is  low-to- 
moderate  income.  To  determine  if  individuals  aie  low-to-moderate 
income,  the  agencies  use  the  adjusted  HUD  data 
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Discussion 

The  CRA  regulations  establish  the  framework  and  cri¬ 
teria  by  which  the  agencies  assess  an  institution's 
record  of  helping  to  meet  the  credit  needs  of  the  com¬ 
munity  The  regulations  set  out  a  number  of  different 
evaluation  methods  for  examiners  to  use,  depending 
on  the  business  strategy  and  size  of  the  institution 
under  examination.  Regardless  of  the  performance 
test  used  to  evaluate  a  regulated  financial  institution, 
an  institution  may  receive  positive  consideration  for 
making  "qualified  investments"  that  help  meet  the 
credit  needs  of  the  institution’s  assessment  area(s)  or 
a  broader  statewide  or  regional  area(s).3 

The  regulations  define  a  “qualified  investment”  as  “a 
lawful  investment,  deposit,  membership  share  or 
grant  that  has  as  its  primary  purpose  community 
development.”4  “Community  development”  includes 
“[affordable  housing  (including  multifamily  rental 
housing)  for  low-  or  moderate-income  individuals.”5 
“Low  income”  means  “an  individual  income  that  is 
less  than  50  percent  of  the  area  median  income,  or  a 
median  family  income  that  is  less  than  50  percent,  in 
the  case  of  geography.”6  “Moderate  income"  means 
“an  individual  income  that  is  at  least  50  percent  and 
less  than  80  percent  of  the  area  median  income,  or  a 
median  family  income  that  is  at  least  50  and  less  than 
80  percent,  in  the  case  of  geography.”7 


8See  60  Fed  Reg.  22,156,  22,161  (May  4,  1995).  Examiners  typ¬ 
ically  evaluate  a  large  institution’s  CRA  performance  under  the 
lending,  investment,  and  service  tests.  Examiners  consider  a  large 
institution's  qualified  investments  under  the  investment  test.  See  12 
CFR  25.23(a),  228.23(a),  345.23(a),  and  563e.23(a).  In  a  small 
institution  examination,  examiners  may  adjust  an  institution’s  evalu¬ 
ation  under  the  small  institution  performance  criteria,  if  appropriate, 
based  on  lending-related  qualified  investments.  See  12  CFR 
25.26(a)(1),  228.26(a)(1),  345.26(a)(1),  and  563e. 26(a)(1);  see  also 
Qs  and  As.  61  Fed.  Reg.  54,647,  54,658  (October  21,  1996)  (Q  and 
A  1  addressing  § _ 26(a)  (consideration  of  small  institutions’  lend¬ 

ing-related  activities)).  Examiners  may  also  consider  qualified 
investments  to  determine  if  a  small  institution  merits  an  outstanding 
CRA  rating  See  12  CFR  pt.  25  app.  A(d)(2),  pt.  228  app.  A(d)(2), 
pt  345  app  A(d)(2),  and  pt.  563e  app.  A(d)(2);  see  also  id.  at 
54.659  (Q  and  A  5  addressing  § _ 26(a)).  The  community  devel¬ 

opment  test,  which  is  appropriate  for  wholesale  and  limited  pur¬ 
pose  institutions,  evaluates,  Inter  alia,  the  number  and  amount  of 
qualified  investments  See  12  CFR  25.25(c)(1),  228.25(c)(1), 
345  25(c)(1),  and  563e  25(c)(1)  Finally,  institutions  evaluated  on 
the  basis  of  a  strategic  plan  must  include  in  their  plan  how  they 
intend  to  meet  the  credit  needs  of  their  assessment  area(s).  They 
may  meet  credit  needs  through  lending,  investment,  and/or  ser¬ 
vices,  as  appropriate  See  12  CFR  25.27(f)(1),  228.27(f)(1), 
345  27(f)(  1 ),  and  563e  27(f)(  1 )  (emphasis  added). 

4 See  12  CFR  25  12(s).  228  12(s),  345  12(s),  and  563e.12(r). 

5See  12  CFR  25  12(h),  228  12(h),  345.12(h),  and  563e.  12(g). 

612  CFR  25  12(n)(  1 ),  228  12(n)(1),  345. 12(n)(1 ),  and 

563e  12(m)(1) 

712  CFR  25  12(n)(2),  228  12(n)(2),  345  12(n)(2),  and 

563e  12(m)(2) 


Although  investments  in  MBSs  generally  are  not  qual¬ 
ified  investments,  investments  in  MBSs  designed  pri¬ 
marily  to  finance  community  development  generally 
are  considered  qualified  investments.  To  qualify, 
housing-related  bonds  or  securities  must  primarily 
address  the  affordable  housing  (including  multifamily 
rental  housing)  needs  of  low-to-moderate  income 
individuals.8 

You  stated  that  the  company  tailors  the  investments  to 
an  institution’s  requirements  by  backing  the  MBSs 
with  mortgages  originated  in  low-to-moderate-income 
census  tracts  within  the  institution's  assessment 
area(s).  Furthermore,  the  borrowers  of  the  underlying 
mortgages  must  have  incomes  that  are  80  percent  or 
less  than  the  area  median  income.  These  steps  taken 
by  the  company  thus  ensure  that  low-  and  moderate- 
income  individuals  receive  the  underlying  mortgages 
that  back  an  MBS.  The  MBS  bonds  thus  provide 
affordable  housing  with  the  meaning  of  subsections 

_ .12(h)(1)  and  (4)  of  the  regulations.  Consequently, 

an  institution  that  invests  in  MBS  products  with  com¬ 
parable  characteristics  may  receive  positive  consid¬ 
eration  for  the  investment  as  a  qualified  investment 
under  the  CRA  regulations,  provided  the  investment 
benefits  the  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area(s)  that  includes 
the  institution’s  assessment  area(s).9  Please  note, 
however,  that  in  providing  this  general  interpretive 
guidance,  the  agencies  are  not  endorsing  any  of  the 
company’s  particular  lending  or  investment  products. 

I  trust  this  letter  has  been  responsive  to  your  inquiry. 
If  you  have  any  additional  questions,  please  feel  free 
to  contact  me  or  Julie  Yang,  an  attorney  on  my  staff, 
at  (202)  874-5750. 

Michael  Bylsma 
Director 

Community  and  Consumer  Law 


8Community  Reinvestment  Act  Interagency  Questions  and 
Answers  Regarding  Community  Reinvestment,  61  Fed.  Reg 
54,647,  54,653  (October  21,  1996)  (Q  and  A  2  addressing  the 

meaning  of  “qualified  investments"  under  §§  _ 12(s)  and 

563e.12(r)). 

%or  a  wholesale  or  limited-purpose  institution  that  has  ade¬ 
quately  addressed  the  needs  of  its  assessment  area(s)  or  a  broad¬ 
er  statewide  or  regional  area  that  includes  the  institution’s  assess¬ 
ment  area(s),  a  qualified  investment  may  benefit  areas  outside  the 
assessment  area(s).  See  12  CFR  25  25(e)(2),  228  25(e)(2). 
345  25(e)(2),  and  563e  25(e)(2) 
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795 — August  14,  1997 

[Note:  This  OCC  Interpretive  Letter  was  released 
jointly  by  the  Office  of  the  Comptroller  of  the  Currency, 
the  Federal  Deposit  Insurance  Corporation,  the 
Federal  Reserve  Board,  and  the  Office  of  Thrift 
Supervision.] 

12  CISC  2901 

[  ] 

Dear  [  ]: 

Your  letter  to  Stephen  Cross,  Deputy  Comptroller  of 
the  Currency,  has  been  referred  to  me  for  response. 
You  inquired  whether  investment  by  your  bank  in  two 
subsidiary  community  development  corporations 
(CDCs),  described  below,  would  be  considered 
favorably  during  the  bank’s  Community  Reinvestment 
Act  (CRA)  evaluation.  As  discussed  below  and  based 
on  the  information  you  have  provided,  examiners 
would  give  favorable  consideration  to  investments  in 
CDCs  such  as  those  in  which  your  bank  intends  to 
invest. 

As  you  know,  the  four  federal  bank  and  thrift  regula¬ 
tory  agencies  promulgated  substantially  similar  CRA 
regulations  on  May  4,  1995.  In  order  to  promote  con¬ 
sistent  interpretation  of  these  CRA  regulations,  staff 
from  all  four  agencies  have  considered  your  inquiry 
and  concur  in  the  opinions  expressed  in  this  letter 1 

Proposed  Investments 

To  Provide  Equipment  for  Handicapped  Individuals 

The  first  CDC  in  which  the  bank  may  invest  would 
purchase  equipment  to  be  used  by  handicapped 
individuals,  primarily  elementary  and  high  school  stu¬ 
dents.  The  equipment  would  include  specialized  edu¬ 
cational  equipment  to  be  used  in  the  students’  edu¬ 
cation,  as  well  as  tools  of  the  trade  to  be  used  in 


1  This  letter  addresses  only  whether  lawful  investments  by  feder¬ 
ally  regulated  financial  institutions  in  CDCs  such  as  the  ones  you 
describe  would  receive  favorable  consideration  under  the  CRA 
regulations.  Under  12  USC  24  (Eleventh)  and  its  implementing  reg¬ 
ulation,  12  CFR  part  24,  national  banks  may  make  investments 
designed  primarily  to  promote  the  public  welfare.  Please  contact 
Lillian  M.  Long  in  the  OCC's  Community  Development  Division,  at 
(202)  874-4930,  regarding  the  approvals  necessary  for  your  bank 
to  invest  in  the  two  CDCs. 

2|n  a  July  21 ,  1997,  telephone  conversation  with  Margaret  Hesse, 
an  attorney  on  my  staff,  you  mentioned  that  in  one  instance,  for 
example,  the  foundation  provided  a  student  with  the  tools  neces¬ 
sary  to  pursue  a  cosmetology  vocation  upon  graduation. 


vocational  pursuits  after  graduation.2  The  equipment, 
in  turn,  would  be  leased  for  a  period  of  three  to  five 
years  at  a  nominal  rental,  for  example,  $1  per  month, 
either  to  the  Foundation  for  the  Special  Education 
District  of  [  ]  (“foundation”)  or,  less  likely, 

directly  to  the  Special  Education  School  District  in  the 
bank’s  local  community. 

In  the  telephone  conversation  on  July  21,  1997,  with 
Margaret  Hesse,  you  indicated  that  the  handicapped 
individuals  who  are  provided  with  the  equipment 
would  be  selected  through  a  grant  application 
process.  You  also  assured  her  that  those  individuals 
who  are  selected  would  be  low-  or  moderate-income, 
as  defined  in  the  CRA  regulations. 

Your  letter  indicates  that  the  bank  believes  that  a 
donation  to  the  foundation  for  the  purchase  of  the 
equipment  would  be  favorably  considered  by  CRA 
examiners  during  a  compliance  examination;  howev¬ 
er,  the  total  amount  of  monies  involved  are  too  sub¬ 
stantial  to  divert  from  the  bank’s  other  contributions  in 
any  one  year.  Therefore,  the  bank  proposes  to  estab¬ 
lish  the  CDC.  Ownership  of  the  equipment  by  the 
CDC  will  allow  the  bank  to  depreciate  the  expense 
over  a  period  of  years,  creating  an  accounting  proce¬ 
dure  for  spreading  the  “donation”  without  affecting 
the  bank’s  income  for  more  than  its  normal  annual 
contribution. 

To  Provide  a  Transitional  House  for  Persons  in  Need 

The  second  CDC  would  be  established  to  acquire 
real  estate  that  would  be  leased  to  a  social  service 
agency,  which  provides  a  full  range  of  social  services 
in  the  bank’s  area.  The  agency  would  operate  the  real 
estate  as  a  transitional  house  for  new  immigrants,  dis¬ 
possessed  individuals,  families  under  stress,  etc.  The 
persons  provided  transitional  housing  would  be  low- 
and  moderate-income  individuals. 

The  funding  for  the  operation  of  the  home  would  be 
the  responsibility  of  the  agency  and  its  charitable 
funding  mechanism.  The  agency  would  pay  only  nom¬ 
inal  rent  to  the  CDC  (for  example,  $1,000  per  year). 
The  bank  intends  this  investment  to  provide  a  long 
term  commitment  to  the  community  through  the  CDC. 

Discussion 

Under  the  CRA  regulations,  regardless  of  the  assess¬ 
ment  method  used  by  examiners,  financial  institutions 


2|n  a  July  21,  1997,  telephone  conversation  with  Margaret  Hesse, 
an  attorney  on  my  staff,  you  mentioned  that  in  one  instance,  for 
example,  the  foundation  provided  a  student  with  the  tools  neces¬ 
sary  to  pursue  a  cosmetology  vocation  upon  graduation 
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can  receive  positive  consideration  for  making  “quali¬ 
fied  investments  ”3  ‘Qualified  investment”  is  defined 
in  the  regulations  as: 

[A]  lawful  investment,  deposit,  membership 
share  or  grant  that  has  as  its  primary  purpose 
community  development.4 

"Community  development”  is  defined,  inter  alia,  as: 

(1)  Affordable  housing  (including  multifamily 
rental  housing)  for  low-  or  moderate-income 
individuals;  [and] 

(2)  Community  services  targeted  to  low-  or  mod¬ 
erate-income  individuals  ... 5 

A  qualified  investment  must  benefit  the  institution’s 
assessment  area(s)  or  a  broader  statewide  or  region¬ 
al  area  that  includes  the  assessment  area(s).6  A 
wholesale  or  limited-purpose  institution  can  also 
receive  consideration  for  qualified  investments  that 
benefit  areas  outside  the  institution’s  assessment 
area(s)  (or  a  broader  statewide  or  regional  area  that 
includes  that  institution’s  assessment  area(s)),  if  the 
institution  has  adequately  addressed  the  needs  of  its 
assessment  area(s).7 

On  October  21,1 996,  staff  of  the  agencies  published 
“Interagency  Questions  and  Answers  Regarding 
Community  Reinvestment”  (“Qs  and  As”)  to  provide 
guidance  to  examiners  and  the  public.8  The  Qs  and 


3|_arge  institutions’  CRA  performance  is  typically  evaluated  under 
the  lending,  investment  and  service  tests.  Examiners  consider 
large  institutions’  qualified  investments  under  the  investment  test. 
12  CFR  25.23(a),  228.23(a),  345.23(a),  and  563e. 23(a).  In  a  small 
institution  examination,  examiners  may  adjust  an  institution’s  loan- 
to-deposit  ratio,  if  appropriate,  based  on  qualified  investments.  12 
CFR  25.26(a)(1),  228.26(a)(1),  345.26(a)(1),  and  563e. 26(a)(1). 
Qualified  investments  may  also  be  considered  to  determine  if  a 
small  institution  merits  an  outstanding  CRA  rating.  12  CFR  pt.  25 
app  A(d)(2),  pt.  228  app.  A(d)(2),  pt.  345  app.  A(d)(2),  and  pt. 
563e  app  A(d)(2).  The  community  development  test,  which  is 
appropriate  for  institutions  designated  as  wholesale  and  limited 
purpose  institutions,  evaluates,  inter  alia,  the  number  and  amount 
of  qualified  investments  12  CFR  25.25(c)(1),  228.25(c)(1), 
345  25(c)(1),  and  563e  25(c)(1).  And,  finally,  institutions  evaluated 
on  the  basis  of  a  strategic  plan  must  include  in  their  plan  how  they 
intend  to  meet  the  credit  needs  of  their  assessment  area(s).  They 
may  meet  credit  needs  through  lending,  investment,  and/or  ser¬ 
vices  as  appropriate  12  CFR  25.27(f)(1),  228.27(f)(1),  345.27(f)(1), 
and  563e  27(f)(1)  (emphasis  added). 

4 12  CFR  25  12(s),  228  12(s),  345.12(s),  and  563e.12(r). 

512  CFR  25  12(h),  228  12(h),  345.12(h),  and  563e.  12(g). 

612  CFR  25  23(a).  228.23(a),  345.23(a),  and  563e. 23(a). 

7 12  CFR  25  25(e),  228  25(e),  345  25(e),  and  563e  25(e). 

®61  Fed  Reg  54,647  (October  21,  1996) 


As  state: 

Community  development  also  includes  commu¬ 
nity-  or  tribal-based  child  care,  educational, 
health,  or  social  services  targeted  to  low-  or 
moderate-income  persons  .  .  .9 

These  examples  were  intended  to  describe  “commu¬ 
nity  services,”  as  that  term  is  used  in  the  CRA  regula¬ 
tions.  Making  equipment  available  to  low-  and  mod¬ 
erate-income  handicapped  students  would  be  con¬ 
sistent  with  providing  educational  or  social  services 
targeted  to  low-  or  moderate-income  persons.  Thus, 
an  investment  in  a  CDC,  such  as  the  first  one  your 
bank  proposes  to  make,  may  be  considered  to  have 
a  primary  purpose  of  community  development  in  that 
the  CDC  provides  community  services  to  low-  and 
moderate-income  individuals. 

The  second  CDC  in  which  you  propose  to  invest, 
which  will  provide  transitional  housing  for  low-  and 
moderate-income  persons,  may  also  be  considered 
to  have  a  primary  purpose  of  community  develop¬ 
ment.  The  transitional  housing  will  be  made  available 
through  a  social  service  agency  that  provides  a  full 
range  of  social  services  in  the  bank’s  community. 
Making  the  real  estate  available  to  the  agency 
enables  it  to  provide  additional  social  services.  In 
addition,  the  real  estate  will  help  to  provide  afford¬ 
able,  albeit  temporary,  housing  for  low-  and  moder¬ 
ate-income  individuals.  Thus,  examiners  may  con¬ 
clude  that  an  investment  in  a  CDC,  such  as  the  sec¬ 
ond  one  your  bank  proposes  to  make,  would  have  a 
primary  purpose  of  community  development. 

I  trust  this  letter  is  responsive  to  your  inquiry.  If  you 
have  further  questions,  please  contact  me  or  Ms. 
Hesse  at  (202)  874-5750. 

Michael  S.  Bylsma 
Director 

Community  and  Consumer  Law  Division 


^61  Fed.  Reg.  at  54,650  (Q  and  A  1  addressing  § _ 12(h)  and 

563e  12(g)). 
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796 — August  18,  1997 

12  USC  36J3  and  36J2 
12  USC  24(7)18 

[  ] 

Dear  [  ]: 

This  is  in  response  to  your  letter  of  June  25,  1997,  in 
which  you  requested  confirmation  that  a  proposed 
arrangement  between  a  national  bank  that  you  repre¬ 
sent  (“the  bank”)  and  a  bank  in  another  state  (“the  cor¬ 
respondent  bank”)  involves  correspondent  services 
and  would  not  raise  branching  concerns.  For  the  rea¬ 
sons  discussed  below,  I  agree  with  this  conclusion. 

Factual  Background 

According  to  your  letter  and  subsequent  telephone 
conversations,  the  bank  is  located  in  [State  1]  but  has 
several  business  customers  with  operations  in  [State 
2].  From  time  to  time,  those  customers  have  a  need 
for  cash,  or  have  a  surplus  of  cash  which  they  would 
like  to  have  returned  to  their  [State  1]  accounts. 
Although  the  customers  maintain  their  deposit  rela¬ 
tionships  directly  with  the  bank  in  [State  1],  it  is  too 
expensive  for  the  bank  and  its  customers  to  arrange 
for  cash  shipments  by  armored  carrier  between  the 
bank’s  cash  vault  and  the  customers’  [State  2]  loca¬ 
tions.  The  customers,  for  cash  management  and 
other  reasons,  also  do  not  want  to  establish  separate 
deposit  arrangements  in  [State  2]  simply  to  meet  their 
cash  vault  needs. 

To  solve  this  problem,  the  bank  would  like  to  establish 
a  correspondent  account  at  an  unaffiliated  bank  in 
[State  2]  and  arrange  for  that  institution  to  provide 
cash  vault  services  for  the  bank’s  customers  in  that 
state  through  the  correspondent  account.  You  envi¬ 
sion  that  the  arrangement  would  work  as  follows: 

For  customers  with  excess  cash: 

1.  A  customer  with  excess  cash  would  deliv¬ 
er  the  cash  by  courier  to  the  cash  vault  of  the 
correspondent  bank  in  [State  2], 

2.  The  customer  would  use  the  bank’s  touch- 
tone  banking  system  to  report  the  transaction 
to  the  bank. 

3.  The  deposit  would  be  provisionally  credit¬ 
ed  by  the  bank  at  that  time,  subject  to  verifi¬ 
cation  that  funds  have  been  credited  to  the 
bank’s  correspondent  account  at  the  corre¬ 
spondent  bank. 


4.  The  correspondent  bank  would  process 
and  verify  the  cash  deposit,  credit  the  bank’s 
correspondent  account,  and  notify  the  bank 
of  any  exceptions. 

For  customers  in  need  of  cash: 

1 .  The  customer  would  notify  the  bank  (usual¬ 
ly  electronically)  of  its  need  for  cash. 

2.  Upon  its  receipt  of  the  notice,  the  bank 
would  notify  the  correspondent  bank  to 
charge  the  bank’s  correspondent  account, 
prepare  the  cash  for  pickup,  and  make  the 
cash  available  to  a  courier  for  delivery  to  the 
customer. 

3.  The  bank  would  charge  the  customer’s 
account  in  [State  1]  for  the  amount  delivered 
to  the  courier. 

4.  The  withdrawal  would  be  considered  to  be 
made  at  that  time,  subject  to  verification  that 
the  bank’s  correspondent  account  at  the  cor¬ 
respondent  bank  has  been  debited. 

In  each  side  of  this  arrangement,  the  courier  would  be 
a  “third-party  messenger  service,”  as  that  term  is 
used  in  the  OCC’s  Interpretive  Ruling  section  7.1012, 
12  CFR  7.1012.  All  couriers  would  be  hired  directly  by 
customers  to  act  as  their  agents,  although  the  bank 
may  reimburse  customers  for  the  costs  of  the  mes¬ 
senger  service.  Customers  would  bear  the  risk  of  loss 
in  transit. 

You  noted  that,  although  it  would  be  possible  to  wire 
funds  between  the  bank  and  the  correspondent  bank 
instead  of  crediting  or  charging  the  bank’s  corre¬ 
spondent  account  at  the  correspondent  bank,  this 
would  result  in  significantly  higher  costs,  would  be 
much  more  complex,  and  would  be  prone  to  error. 
You  believe  that  banks  often  enter  into  agreements 
with  larger  institutions  to  provide  cash  vault  services, 
and  this  arrangement  should  not  cause  the  corre¬ 
spondent  bank  to  be  a  branch  of  the  bank.  Flowever, 
since  you  did  not  discover  any  OCC  interpretations 
directly  on  point,  you  have  requested  our  views. 

Legal  Analysis 

For  a  banking  facility  to  be  a  “branch"  within  the  mean¬ 
ing  of  12  USC  36,  three  requirements  must  be  satisfied: 

1.  The  facility  must  perform  at  least  one  of  the 
core  banking  functions  of  receiving  deposits, 
paying  checks,  or  lending  money,  listed  in  12 
USC  36. 
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2  The  facility  must  be  "established,"  /.a,  owned 
or  rented,  by  the  bank. 

3  The  convenience  of  the  location  of  the  office 
or  facility  to  the  public  must  give  the  bank  a 
competitive  advantage  in  obtaining  customers. 

If  any  of  these  factors  is  lacking,  the  facility  is  not  a 
branch.  See  generally,  OCC  Interpretive  Letter  No. 
634,  [1993-1994  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  H  83,518  (July  23,  1993),  and  cases  cited 
therein.  I  find  that  the  correspondent  bank  will  not  be 
a  branch  of  the  bank  because,  even  though  deposits 
may  arguably  be  received  there,  the  other  two 
requirements  will  not  be  satisfied.1 

The  correspondent  bank  will  be  an  independent  insti¬ 
tution  not  owned  by  or  affiliated  with  the  bank. 
Although  the  correspondent  bank  will  be  compensat¬ 
ed  by  the  bank  for  its  services,  the  mere  payment  of 
fees  or  charges  for  the  use  of  a  facility  by  a  bank’s 
customers  does  not  make  the  facility  one  that  is  “rent¬ 
ed”  for  purposes  of  branching.  Independent  Bankers 
Association  of  New  York  v.  Marine  Midland  Bank,  757 
F.2d  453,  463  (2d  Cir.  1985),  cert,  denied,  476  U.S. 
1 186  (1986).  Since  it  will  be  neither  owned  nor  rented, 
the  correspondent  bank  will  not  be  “established”  by 
the  bank. 

The  correspondent  bank’s  location  will  not  provide  the 
bank  with  a  competitive  advantage  because  the  bank 
will  not  be  competing  for  customers  at  the  correspon¬ 
dent  bank’s  location.  This  service  will  be  offered  only 
to  existing  customers  of  the  bank,  and  the  correspon¬ 
dent  bank  will  not  open  new  accounts  for  the  bank  or 
engage  in  any  other  activity  designed  to  attract  new 
business  for  the  bank. 

Moreover,  an  indispensable  aspect  of  the  competitive 
advantage  test  is  public  access,  because  if  cus¬ 
tomers  do  not  make  use  of  a  banking  facility  in  per¬ 
son,  its  location  is  irrelevant  and  provides  no  compet¬ 
itive  advantage.  OCC  Interpretive  Letter  No.  634, 


1 1t  appears  that  the  bank  will  consider  deposits  to  be  made  at  the 
time  it  credits  customers'  accounts  on  its  books.  The  courts  have 
held  that,  while  banks  and  their  depositors  are  tree  to  contractual¬ 
ly  agree  on  any  terms  they  choose  for  the  handling  of  deposits,  a 
deposit  is  deemed  to  be  "received”  for  branching  purposes  when 
a  customer  delivers  a  sum  of  money  to  a  bank-established  facility 
for  credit  to  his  or  her  account  First  Nat’l.  Bank  in  Plant  City  v. 
Dickinson ,  396  U  S  122,  136-37  (1969);  Independent  Bankers 
Assn  of  America  v  Smith,  534  F2d  921,  940  (DC.  Cir.),  cert, 
domed.  429  US  862  (1976)  Presumably  the  same  rule  would 
apply  to  non  established  facilities,  therefore  it  could  be  argued  that 
deposits  will  be  received  by  the  bank  for  purposes  of  12  USC  36 
either  when  they  are  received  by  the  correspondent  bank,  or  at  the 
time  the  bank's  correspondent  account  is  credited 


supra.  At  this  time,  the  specific  facility  to  be  used  is 
undetermined.  However,  you  note  that  it  will  be  what¬ 
ever  the  correspondent  bank  uses  as  its  main  cash 
vault,  which  normally  is  either  a  bank’s  main  office  or 
a  nonpublic  facility. 

If  it  is  the  latter,  there  will  be  no  public  access,  and  the 
arrangement  you  propose  will  be  essentially  the  same 
as  the  one  discussed  in  OCC  Interpretive  Letter  No. 
639,  [1993-1994  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  H  83,526  (January  14,  1994).  There, 
deposits  were  delivered  by  an  independent  courier  to 
a  nonpublic  facility  of  a  third  party  contractor  hired  by 
the  bank.  The  contractor  processed  the  deposits  and 
then  forwarded  them  to  the  Federal  Reserve  Bank. 
The  OCC  concluded  that  the  contractor’s  facility  was 
not  a  branch  because  it  was  not  established  by  the 
bank  and  had  no  public  access.  Here,  the  corre¬ 
spondent  bank  will  function  in  exactly  the  same  way. 
It  will  simply  be  a  third  party  contractor  hired  by  the 
bank  to  process  deposits  that  it  receives  from  a  mes¬ 
senger  service.2 * * * * 7 

Rather  than  branching,  the  arrangement  between  the 
bank  and  the  correspondent  bank  is  properly  charac¬ 
terized  as  a  correspondent  service.  Correspondent 
banking  is  a  “system  of  interbank  relationships  in 
which  a  bank  sells  services  to  other  financial  institu¬ 
tions.  The  institution  providing  the  services  is  the  cor¬ 
respondent  bank  or  upstream  correspondent.  The 
institution  buying  the  services  is  the  respondent  bank 
or  downstream  correspondent.”  Charles  J.  Woelfel, 
The  Fitzroy  Dearborn  Encyclopedia  of  Banking  & 
Finance,  258  (10th  ed.,  1994).  Correspondent  bank¬ 
ing  enables  banks  to  obtain,  through  other  banks, 
services  that  they  cannot  economically  perform  them¬ 
selves.  The  Supreme  Court  has  noted  that  correspon¬ 
dent  banking  goes  back  to  colonial  times  and  today 
includes  a  wide  range  of  services  that  is  “varied, 
extensive,  and  constantly  expanding.”  United  States 
v.  Citizens  &  Southern  National  Bank,  422  U.S.  86, 
1 15  (1975).  It  is  recognized  that  one  of  the  services  a 
correspondent  bank  may  provide  is  acting  as  a 


2Even  if  the  correspondent  bank's  main  office  is  used,  so  that  the 
correspondent  bank's  own  customers  have  access  to  the  facility, 
there  will  be  no  public  access  to  the  correspondent  bank  for  the 

bank's  customers.  Their  only  contact  with  the  correspondent  bank 
will  be  via  the  courier.  A  facility  does  not  offer  public  access  if  it 
does  not  serve  customers  in  person  and  the  only  access  is  by 
means  of  a  messenger  service  OCC  Interpretive  Letter  No.  639, 

supra.  As  far  as  the  bank's  customers  are  concerned,  the  corre¬ 

spondent  bank's  facility  will  be  merely  a  nonbranch  back  office  An 

independent  courier  service  as  described  in  the  OCC's  interpretive 
ruling  is  not  itself  a  branch,  and  may  deliver  deposit  items  to  both 
branch  and  nonbranch  facilities  See  generally  Interpretive  Ruling 

7  1012(c),  12  CFR  7.1012(c). 
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depository  for  liquid  balances  of  the  respondent 
bank.  Donald  P.  Jacobs  et  al.,  Financial  Institutions, 
133  (5th  ed.  1972). 

The  OCC  has  long  recognized  that  correspondent 
services  include  deposit-related  services.  In  fact,  as 
long  ago  as  1966,  the  OCC  approved  an  arrange¬ 
ment  that  was  virtually  the  same  as  what  you  propose: 

Bank  B  has  customers  in  Bank  A’s  service  area. 
Bank  B  opens  a  correspondent  account  in  Bank 
A.  Bank  B’s  customers  deposit  their  funds  in 
Bank  A  to  the  account  of  Bank  B.  From  time  to 
time  Bank  B  draws  down  its  account  in  Bank  A 
and  deposits  these  funds  to  the  accounts  of  its 
customers  who  had  deposited  the  funds  in 
Bank  A.  .  .  . 

The  transaction  you  describe  is  not  an  uncom¬ 
mon  practice  for  correspondent  banks.  ...  It 
provides  for  the  convenient  movement  of  funds 
from  one  bank  to  another  and  is  recognized  as 
a  service  of  correspondent  banking.  Transactions 
such  as  these  are  not  prohibited  by  Federal 
statute  or  regulation  nor  do  they  constitute  unau¬ 
thorized  branch  banking.  .  .  . 

Letter  of  Robert  L.  Schwind,  Regional  Counsel,  Sixth 
National  Bank  Region,  January  10,  1966  (unpub¬ 
lished). 

The  arrangement  you  describe  also  closely  resem¬ 
bles  the  correspondent  service  known  as  “facility”  or 
“agent”  banking.  In  facility  banking,  customers  of  one 
depository  institution  may  perform  deposit,  withdraw¬ 
al,  and  certain  other  transactions  in  person  at  anoth¬ 
er  institution.  We  have  concluded  that  this  is  a  corre¬ 
spondent  service,  and  the  agent  or  correspondent 
bank  is  not  a  branch  of  the  customer’s  bank.  OCC 
Interpretive  Letter  No.  610,  [1992-1993  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  ]\  83,448 
(October  8,  1992). 3  The  only  apparent  difference 
between  facility  banking  and  your  proposal  is  that  the 
bank’s  customers  will  not  visit  the  correspondent 
bank  in  person. 

I  therefore  conclude  that  the  proposed  arrangement 
between  the  bank  and  the  correspondent  bank  will  be 
a  correspondent  service  and  will  not  constitute 
branch  banking.  This  conclusion  is  based  on  the 
facts  contained  in  your  letter  and  subsequent  tele¬ 
phone  conversations.  A  material  change  in  the  facts 
could  lead  to  a  different  conclusion. 


^Facility  banking  between  affiliate  institutions  has  since  been 
authorized  by  statute.  12  USC  1828(r). 


I  trust  that  this  has  been  responsive  to  your  inquiry.  If 
you  have  further  questions,  please  contact  me  at 
(202) 874-5300. 

Christopher  C.  Manthey 
Senior  Attorney 

Bank  Activities  and  Structure  Division 


797 — September  2,  1997 

[Note:  This  OCC  Interpretive  Letter  was  released  joint¬ 
ly  by  the  Office  of  the  Comptroller  of  the  Currency,  the 
Federal  Deposit  Insurance  Corporation,  the  Federal 
Reserve  Board,  and  the  Office  of  Thrift  Supervision.] 

12  USC  2901 

[  ] 

Dear  [  ]: 

This  letter  responds  to  your  correspondence  regard¬ 
ing  consideration  under  the  Community  Reinvestment 
Act  (CRA)  regulations  of  an  investment  in  socio-eco¬ 
nomic  investment  notes  (“notes”)  offered  by 
SEinvestors  Fund  (“fund”). 

Background 

You  state  that  the  fund  is  a  wholly  owned,  but  semi- 
autonomous,  fund  created  by  the  [  ].  You  state 

that  [  ]  is  a  not-for-profit  corporation  whose 

threefold  principal  purpose  is: 

1.  To  improve  business  and  commercial  oppor¬ 
tunity  for  economically  or  socially  disadvan¬ 
taged  individuals  or  businesses  in  the  state; 

2.  To  provide  business  development  training 
and  consulting  services  for  such  individuals 
and  businesses;  and 

3.  To  promote  and  facilitate  small  business 
access  to  capital  sources. 

You  indicate  that  the  notes  in  which  you  seek  to  have 
financial  institutions  invest  would  constitute  general 
obligations  of  [  ]  and  would  be  fully  subordi¬ 

nated  to  the  right  of  repayment  of  all  other  creditors  of 
[  ].  You  also  note  that  financial  institutions 

investing  in  the  notes  would  not  be  permitted  to 
accelerate  their  payment  and  that  interest  on  the 
notes  would  not  be  tied  to  any  income  received  by 
[  ].  The  prototype  “[  ]  Investment 
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Agreement  '  (  ‘prototype  agreement’’)  that  accompa¬ 
nied  your  letter  states  that  the  fund  will  redeem  the 
notes  not  later  than  120  months  from  the  date  of  the 
note  The  prototype  agreement  also  states  that  not 
less  than  90  percent  (90%)  of  the  proceeds  of  the 
financial  institutions’  investments  will  be  used  to  cap¬ 
italize  the  fund,  which  will  provide  debt  and/or  equity 
capital  for  micro-enterprises  located  in  or  serving 
markets  that  have  “development  programs.”  The  dis¬ 
cussion  document  accompanying  your  letter  entitled 
“[  ]  and  [  ]  Bank”  ([  ]  document) 

defines  the  term  “development  programs”  as 
“planned  employment  by  government  or  by  private 
sector  entities  of  economic  incentives  to  produce  out¬ 
comes  that  include  defined  communal  benefits.” 
“Defined  communal  benefits”  apparently  include  the 
following: 

1.  Expanding  wholesome  job  opportunities  for 
development  area  residents; 

2.  Raising  the  level  and  quality  of  civility  in 
development  areas;  and 

3.  Creating  communal  benefit  allowances 
among  all  firms  servicing  markets  in  devel¬ 
opment  areas.1 

See  [  ]  document.  You  indicate  that  you  expect 

financial  institutions  to  book  the  notes  as  investments 
following  generally  accepted  accounting  principles. 

As  you  know,  the  CRA  regulations  establish  the 
framework  and  criteria  by  which  the  four  bank  and 
thrift  regulatory  agencies  (agencies)  assess  an  insti¬ 
tution’s  record  of  helping  to  meet  the  credit  needs  of 
its  community.  The  agencies  have  promulgated  sub¬ 
stantively  identical  CRA  regulations.2  Therefore,  staff 
from  all  of  the  agencies  (staff)  have  considered  the 
issues  you  raise  and  concur  with  the  opinions 
expressed  in  this  letter. 

In  order  to  provide  broadly  applicable  guidance,  this 
letter  will  focus  on  how  an  examiner  would  determine 
whether  a  financial  institution  would  receive  favorable 
CRA  consideration  for  its  investment  in  your  fund  or 
similar  funds.  The  agencies  do  not,  however,  issue 
letters  such  as  this  in  order  to  endorse  any  particular 
programs. 

Discussion 

The  CRA  regulations  provide  methods  for  evaluating 
a  financial  institution’s  CRA  performance  depending 

1  The  21st  Century  document  does  not  define  the  term  "commu¬ 
nal  benefit  allowances 

212  CFR  parts  25,  228,  345,  and  563e 


on  the  size  of  the  institution  and  its  business  strategy. 
Regardless  of  the  performance  test  under  which  a 
regulated  financial  institution  is  evaluated,  an  institu¬ 
tion  can  receive  positive  consideration  for  making 
qualified  investments3  that  benefit  the  institution’s 
assessment  area(s)  or  a  broader  statewide  or  region¬ 
al  area  that  includes  the  institution’s  assessment 
area(s).4 

Qualified  investments  are  defined  as  lawful  invest¬ 
ments,  deposits,  membership  shares  or  grants  that 
have  as  their  primary  purpose  community  develop¬ 
ment.5  Community  development  includes,  among 
other  things,  activities  that  revitalize  or  stabilize  low- 
or  moderate-income  geographies  and  activities  that 
promote  economic  development  by  financing  busi¬ 
nesses  that  meet  the  size  specifications  in  regulations 
governing  the  Small  Business  Administration’s  small 
business  investment  company  and  development 
company  programs6  or  have  gross  annual  revenues 
of  $1  million  or  less.7 


^Large  institutions’  CRA  performance  is  typically  evaluated 
under  the  lending,  investment,  and  service  tests.  Examiners  con¬ 
sider  large  institutions’  qualified  investments  under  the  investment 
test.  See  12  CFR  25.23(a),  228.23(a),  345.23(a),  and  563e. 23(a). 
Examiners  may  adjust  a  small  institution's  evaluation  under  the 
small  institution  performance  criteria,  if  appropriate,  based  on 
qualified  investments.  See  12  CFR  25.26(a)(1),  228.26(a)(1), 
345.26(a)(1),  and  563e.26(a)(1).  See  also  Community 
Reinvestment;  Interagency  Questions  and  Answers  Regarding 
Community  Reinvestment  (hereinafter  "Qs  and  As"),  61  Fed.  Reg. 
54,647,  54,658  (October  21,  1996)  (Q  and  A  1  addressing  § 
_ .26(a)  (consideration  of  small  institutions’  lending-related  activ¬ 
ities)).  Qualified  investments  may  also  be  considered  to  determine 
if  a  small  institution  merits  an  outstanding  CRA  rating.  See  12  CFR 
pt.  25  app.  A(d)(2),  pt.  228  app.  A(d)(2),  pt.  345  app.  A(d)(2),  and 

pt.  563e  app.  A(d)(2).  See  also  Q  and  A  5  addressing  § _ .26(a), 

61  Fed.  Reg.  at  54,659.  The  community  development  test  used  for 
wholesale  and  limited-purpose  institutions  evaluates,  Inter  alia,  the 
number  and  amount  of  qualified  investments.  See  12  CFR 
25.25(c)(1),  228.25(c)(1),  345.25(c)(1),  and  563e.25(c)(1).  And, 
finally,  institutions  evaluated  on  the  basis  of  a  strategic  plan  must 
include  in  their  plan  how  they  intend  to  meet  the  credit  needs  of 
their  assessment  area(s).  They  may  meet  credit  needs  through, 
Inter  alia,  qualified  investments.  See  12  CFR  25.27(f)(1), 
228.27(f)(1),  345.27(f)(1),  and  563e.27(f)(1). 

^Wholesale  and  limited-purpose  institutions  may  receive  consid¬ 
eration  for  investments  nationwide  if  they  have  adequately 
addressed  the  needs  of  their  assessment  area(s).  12  CFR 
25.25(e)(2),  228.25(e)(2),  345.25(e)(2),  and  563e. 25(e)(2). 

512  CFR  25  12(s);  228.12(s);  345  12(s);  and  563e.12(r).  This  let¬ 
ter  assumes,  without  deciding,  that  financial  institutions'  invest¬ 
ment  in  the  SEnotes  would  be  lawful 

6 See  13  CFR  121.301. 

712  CFR  25  12(h)(3)  and  (4),  228  12(h)(3)  and  (4),  345  12(h)(3) 
and  (4),  and  563e  12(g)(3)  and  (4). 
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Activities  that  revitalize  or  stabilize  low-  or  moderate- 
income  geographies  must  provide  direct,  long-term 
benefits  to  low-  or  moderate-income  individuals  in  the 
low-  or  moderate-income  geography.8  An  activity  is 
considered  to  promote  economic  development  if  it 
supports  permanent  job  creation,  retention,  and/or 
improvement  for  persons  who  are  currently  low-  or 
moderate-income  or  supports  permanent  job  cre¬ 
ation,  retention,  and/or  improvement  in  low-  or  mod¬ 
erate-income  geographies  targeted  for  redevelop¬ 
ment  by  federal,  state,  local,  or  tribal  governments.9 
Staff  will  presume  that  any  loan  to  or  investment  in  a 
development  company  or  small  business  investment 
company  promotes  economic  development.10 

Thus,  in  evaluating  whether  a  financial  institution’s 
investment  in  notes  has  a  primary  purpose  of  com¬ 
munity  development,  examiners  will  consider  the  fol¬ 
lowing: 

•  whether  the  investment  promotes  economic 
development  by  financing  businesses  that  meet 
the  size  eligibility  standards  specified  in  the 
CRA  regulation; 

•  whether  the  investment  supports  activities  that 
revitalize  or  stabilize  low-  or  moderate-income 
areas  such  as  by  supporting  permanent  job 
creation,  retention,  and/or  improvement  in  low- 
or  moderate-income  geographies  targeted  for 
redevelopment  by  federal,  state,  local,  or  tribal 
governments;  and 

•  whether  an  institution’s  investment  would  bene¬ 
fit  the  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes 
the  institution’s  assessment  area(s). 

If  you  have  any  further  questions  concerning  this  mat¬ 
ter,  please  feel  free  to  contact  me  or  Yvonne  Mclntire 
of  my  staff  at  (202)  874-5750. 

Michael  Bylsma 
Director 

Community  and  Consumer  Law  Division 


8 See  Q  and  A  4  addressing  §§ _ .  1 2(1)  and  563e.  1 2(h),  61  Fed. 

Reg.  at  54651. 

9  See  Q  and  A  1  addressing  §§ _ .12(h)(3)  and  563e.  12(g)(3), 

61  Fed.  Reg.  at  54650. 

10  Id. 


798 — September  3,  1997 

[Note:  This  OCC  Interpretive  Letter  was  released 
jointly  by  the  Office  of  the  Comptroller  of  the  Currency, 
the  Federal  Deposit  Insurance  Corporation,  the 
Federal  Reserve  Board,  and  the  Office  of  Thrift 
Supervision.] 

12  CSC  2901 

[  ] 

Dear  Messrs.  [  ]  and  [  ]: 

The  letters  from  [  ]  and  the  financial  institution 

representatives  on  the  [  ]  Board  of  Directors 

have  been  referred  to  me  for  response.  These  letters 
ask  whether  investments  in  [  ]’s  non-rated 

(community  development)  securities,  which  are 
secured  by  loan  pools,  could  be  considered  as  loans 
during  financial  institutions’  Community  Reinvestment 
Act  (CRA)  examinations  under  the  lending  test.  As 
discussed  more  fully  below,  if  the  financial  institutions 
purchase  and  hold  the  securities  as  loans  or  loan  par¬ 
ticipations,  the  institutions  may  have  them  considered 
under  the  lending  test  during  their  CRA  evaluations. 

As  you  know,  the  four  federal  bank  and  thrift  regula¬ 
tory  agencies  promulgated  substantially  similar  CRA 
regulations  on  May  4,  1995.1  Staff  from  all  four  agen¬ 
cies  have  considered  your  inquiry  and  concur  in  the 
opinions  expressed  in  this  letter. 

[  ]  Securities 

According  to  the  letters,  since  1975,  [  ]  has 

originated  loans  that  have  been  used  to  acquire 
and/or  rehabilitate  primarily  one-  to  four-unit  proper¬ 
ties  in  targeted  low-  and  moderate-income  neighbor¬ 
hoods.  [  ]’s  loans  are  pooled  and  used  to  back 

non-rated  securities,  which  are  purchased  by 
[  ]  participating  institutions.  These  securities 

are  not  saleable  in  the  standard  secondary  market 
because  they  are  non-conforming. 

In  your  letters,  you  state  that  if  financial  institutions 
could  receive  consideration  of  these  securities  under 
the  lending  test,2  new  opportunities  for  loans  and 


1  See  12  CFR  pts.  25,  228,  345,  and  563e. 

9This  letter  addresses  only  the  issue  of  whether  the  securities 

may  be  considered  under  the  CRA  regulations'  lending  test  It 
assumes  without  making  a  determination  that  the  securities  have  a 
community  development  purpose.  Also,  please  note  that  the  agen¬ 
cies  do  not  endorse  particular  investment  opportunities  offered  to 
financial  institutions. 
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capital  for  [  ]  and  the  neighborhoods  it  serves 

would  be  created. 

Consideration  under  CRA 

It  is  the  position  of  staff  of  the  agencies  that,  if  a  secu¬ 
rity  with  a  community  development  purpose  is  held 
and  accounted  for  by  a  financial  institution  as  an 
investment  security,  it  would  be  considered  as  a  qual¬ 
ified  investment3  under  the  investment  test  for  CRA 
purposes.4  Alternatively,  if  a  security,  such  as 
[  ]’s  security,  is  held,  accounted  for,  and  report¬ 

ed  for  CRA  purposes  by  the  financial  institution  as  a 
loan,  the  institution  may  have  it  considered  under  the 
CRA  regulations’  lending  test.5 

I  trust  this  responds  to  your  inquiry.  If  you  have  further 
questions,  please  contact  me  or  Margaret  Hesse,  an 
attorney  on  my  staff,  at  (202)  874-5750. 

Michael  S.  Bylsma 
Director 

Community  and  Consumer  Law  Division 


“qualified  investment"  is  a  “lawful  investment  .  .  .  that  has  as 
its  primary  purpose  community  development.”  12  CFR  25.12(s), 
228.12(s),  345. 1 2(s),  and  563e.12(r).  The  CRA  and  its  implement¬ 
ing  regulations  do  not  provide  authority  for  institutions  to  make 
investments  that  are  not  otherwise  allowed  under  federal  laws  and 
regulations. 

Generally,  mortgage-backed  securities  with  a  community  devel¬ 
opment  purpose  are  considered  as  qualified  investments  under  the 
investment  test.  See,  eg.,  Interagency  Questions  and  Answers 
Regarding  Community  Reinvestment,  61  Fed.  Reg.  54,647,  54,653 

(Oct  21,  1996)  (question  and  answer  2  addressing  § _ .12(s)  & 

563e.  12(r)). 

5 See .  eg,  Interagency  CRA  Staff  Interpretive  Letter  from 
Matthew  Roberts,  Director,  Community  and  Consumer  Law 
Division,  OCC  (April  15,  1996),  reprinted  in  [1995-1996  Transfer 
Binder]  Fed  Banking  L  Rep.  Tl  81-038  (designated  as  OCC 
Interpretive  Letter  No  7 23);  Interagency  CRA  Staff  Interpretive 
Letter  from  Matthew  Roberts,  Director.  Community  and  Consumer 
Law  Division.  OCC  (February  16,  1996),  reprinted  in  [1995-1996 
Transfer  Binder]  Fed  Banking  L  Rep.  H  81-023  (designated  as 
OCC  Interpretive  Letter  No  708) 


799 — September  3,  1997 

[Note:  This  OCC  Interpretive  Letter  was  released 
jointly  by  the  Office  of  the  Comptroller  of  the  Currency, 
the  Federal  Deposit  Insurance  Corporation,  the 
Federal  Reserve  Board,  and  the  Office  of  Thrift 
Supervision.] 

12  USC  2901 

[  ] 

Dear  [  ]: 

H.  Fred  Mendez,  Community  Investment  Specialist  of 
the  Federal  Reserve  Bank  of  San  Francisco,  request¬ 
ed  in  a  June  1 2,  1 997,  letter  to  Stephen  Cross,  Deputy 
Comptroller,  Community  and  Consumer  Policy,  that 
the  Office  of  the  Comptroller  of  the  Currency  (OCC) 
issue  an  interagency  interpretive  letter  addressed  to 
[  ].  The  letter  has  been  forwarded  to  me  for 

reply.  The  purpose  of  this  interagency  letter  is  to  pro¬ 
vide  broadly  applicable  guidance  regarding  the 
implications  under  the  Community  Reinvestment  Act 
(CRA)  regulations  of  financial  institution  participation 
in  funds  such  as  the  CRA  Industrial  Growth  Fund, 
L.P.,  of  [  ].  Please  be  advised  that  the  four 

financial  regulatory  agencies  neither  endorse  nor  cer¬ 
tify  particular  lending  or  investment  products. 

The  Fund 

You  provided  two  documents  for  review,  an  Overall 
Summary  dated  May  23,  1997,  and  a  Private 
Placement  Memorandum  dated  June  26,  1997.  Due 
to  slight  differences  in  these  materials,  this  discussion 
will  focus  on  the  more  recent  document. 

According  to  the  Private  Placement  Memorandum 
(memorandum),  the  CRA  Industrial  Growth  Fund  (the 
fund)  will  be  a  private  equity  limited  partnership  that 
intends  to  invest  in  U.S. -based  industrial  and  manu¬ 
facturing  companies  in  low-  and  moderate-income 
geographies.  These  companies  will  have  $10  million 
to  $100  million  in  annual  sales.1  The  fund  seeks  to 
invest  in  the  following  sectors:  pulp  and  paper,  chem¬ 
ical,  food  processing,  beverage,  bio-technical,  phar¬ 
maceutical,  and  telecommunications.  The  general 
partners  expect  job  growth  and  expanded  capital 
availability  to  result  from  the  fund's  investments. 

The  fund’s  structure  will  allow  either  a  single  financial 


^Page  1  of  the  memorandum  cites  a  maximum  annual  sales  level 
of  $100  million. 
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institution  or  several  financial  institutions  to  invest  as 
limited  partners.  The  communities  in  which  the  fund’s 
limited  partners  conduct  business  will  constitute  the 
fund’s  primary,  geographical  investment  areas. 

Discussion 

As  you  know,  the  CRA  regulations  establish  the  frame¬ 
work  and  criteria  by  which  the  regulatory  agencies 
assess  an  institution’s  record  of  helping  to  meet  the 
credit  needs  of  its  community.  The  four  bank  and  thrift 
regulatory  agencies  have  promulgated  substantively 
identical  CRA  regulations.  Therefore,  staff  from  all  of 
the  agencies  have  considered  the  issues  you  raised, 
and  concur  in  the  opinions  expressed  in  this  letter. 

The  CRA  regulations  provide  several  different  evalua¬ 
tion  methods  for  examiners  to  use,  depending  on  the 
business  strategy  and  size  of  the  institution  under 
examination.  Regardless  of  the  performance  test 
used  to  evaluate  a  regulated  financial  institution,  an 
institution  may  receive  positive  consideration  for  mak¬ 
ing  “qualified  investments”  that  help  meet  the  credit 
needs  of  the  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area.2 

The  regulations  define  a  “qualified  investment”  as  “a 
lawful  investment,  deposit,  membership  share  or 
grant  that  has  as  its  primary  purpose  community 
development.”3  “Community  development”  means, 


2  See  60  Fed.  Reg.  22,156,  22,161  (May  4,  1995).  Examiners  typi¬ 
cally  evaluate  a  large  institution’s  CRA  performance  under  the  lend¬ 
ing,  investment,  and  service  tests.  Examiners  consider  a  large  insti¬ 
tution's  qualified  investments  under  the  investment  test.  See  12  CFR 
25.23(a),  228.23(a),  345.23(a),  and  563e. 23(a).  In  a  small  institution 
examination,  examiners  may  adjust  an  institution's  evaluation  under 
the  small  institution  performance  criteria,  if  appropriate,  based  on 
lending-related  qualified  investments.  See  12  CFR  25.26(a)(1), 
228.26(a)(1),  345.26(a)(1),  and  563e.26(a)(1);  see  also  Interagency 
Questions  and  Answers  Regarding  Community  Reinvestment  (Qs 
and  As),  61  Fed.  Reg.  54,647,  54,658  (October  21,1996)  (Q  and  A 

1  addressing  § _ .26(a)  (consideration  of  small  institutions'  lending- 

related  activities)).  Examiners  may  also  consider  qualified  invest¬ 
ments  to  determine  if  a  small  institution  merits  an  outstanding  CRA 
rating.  See  12  CFR  pt.  25  app.  A(d)(2),  pt.  228  app.  A(d)(2),  pt.  345 
app.  A(d)(2),  and  pt.  563e  app.  A(d)(2);  see  also  Qs  and  As,  61 
Fed.  Reg.  at  54,659  (Q  and  A  5  addressing  §  _.26(a)).  The  com¬ 
munity  development  test,  which  is  appropriate  for  wholesale  and 
limited-purpose  institutions,  evaluates,  inter  alia,  the  number  and 
amount  of  qualified  investments.  See  12  CFR  25.25(c)(1), 
228.25(c)(1),  345.25(c)(1),  and  563e.25(c)(1).  Finally,  institutions 
evaluated  on  the  basis  of  a  strategic  plan  must  include  in  their  plan 
how  they  intend  to  meet  the  credit  needs  of  their  assessment 
area(s).  They  may  meet  credit  needs  through  lending,  Investment , 
and/or  services,  as  appropriate.  See  12  CFR  25.27(f)(1), 
228.27(f)(1),  345.27(f)(1),  and  563e.27(f)(1)  (emphasis  added). 

3 See  12  CFR  25.12(s),  228.12(s),  345.12(s),  and  563e.12(r). 
Investments  must  be  lawful  under  existing  laws  and  regulations; 
CRA  does  not  provide  financial  institutions  with  any  independent 
authority  to  make  loans  or  investments. 


inter  alia ,  “[activities  that  promote  economic  devel¬ 
opment  by  financing  businesses  or  farms  that  meet 
the  size  eligibility  standards  of  the  Small  Business 
Administration’s  Development  Company  or  Small 
Business  Investment  Company  programs  (13  CFR 
121.301)  or  have  gross  annual  revenues  of  $1  million 
or  less”  or  “[activities  that  revitalize  or  stabilize  low- 
or  moderate-income  geographies.”4  “Low  income” 
means  “an  individual  income  that  is  less  than  50  per¬ 
cent  of  the  area  median  income,  or  a  median  family 
income  that  is  less  than  50  percent,  in  the  case  of 
geography.’’5  “Moderate  income"  means  “an  individ¬ 
ual  income  that  is  at  least  50  percent  and  less  than  80 
percent  of  the  area  median  income,  or  a  median  fam¬ 
ily  income  that  is  at  least  50  and  less  than  80  percent, 
in  the  case  of  geography.”6 

To  be  considered  as  “community  development,"  an 
activity  that  promotes  economic  development  by 
financing  businesses  or  farms  that  meet  certain  size 
eligibility  standards  must  meet  both  a  purpose  test 
and  a  size  test.  To  meet  the  purpose  test,  the  activity 
must  promote  economic  development.  An  activity  is 
considered  to  promote  economic  development  if  it 
supports  permanent  job  creation,  retention,  and/or 
improvement  for  persons  who  are  currently  low-  or 
moderate-income  or  supports  permanent  job  cre¬ 
ation,  retention,  and/or  improvement  in  low-  or  mod¬ 
erate-income  geographies  targeted  for  redevelop¬ 
ment  by  federal,  state,  local,  or  tribal  governments. 
An  activity  meets  the  size  requirements  if  it  relates  to 
an  entity  that  either  meets  the  size  eligibility  stan¬ 
dards  of  the  Small  Business  Administration’s 
Development  Company  (SBDC)  or  Small  Business 
Investment  Company  (SBIC)  programs  or  if  it  has 
gross  annual  revenues  of  $1  million  or  less.  The  agen¬ 
cies  will  presume  that  any  loan  or  investment  in  or  to 
an  SBDC  or  SBIC  promotes  economic  development. 
However,  any  loan  or  investment  in  a  business  that 
merely  meets  the  size  standards  applicable  to  the 
SBDC  or  SBIC  programs,  or  has  less  than  $1  million 
in  gross  annual  revenues,  must  also  promote  eco¬ 
nomic  development  if  it  is  to  be  considered  to  be 
community  development.7 

If  the  primary  purpose  of  an  investment  is  to  revitalize 
or  stabilize  low-  or  moderate-income  geographies, 


4  See  12  CFR  25.12(h),  228.12(h),  345.12(h),  and  563e. 12(g) 

512  CFR  25.12(n)(1),  228.12(n)(1),  345.12(n)(1),  and 

563e.12(m)(1). 

612  CFR  25.12(n)(2),  228.12(n)(2),  345  12(n)(2),  and 

563e.12(m)(2). 

7 See  Qs  and  As,  61  Fed.  Reg.  54,  647,  54,650  (Q  and  A  1 
addressing  § _ .12(h)(3)). 
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the  intended  benefits  must  be  direct  and  longer  term 
to  receive  favorable  consideration.8  The  staff  of  the 
agencies  have  addressed  the  issue  in  the  context  of 
whether  all  loans  in  a  low-  or  moderate-income  geog¬ 
raphy  must  have  a  stabilizing  effect  to  be  considered 
to  have  a  community  development  purpose,  and 
although  this  discussion  focuses  on  loans,  it  also 
applies  to  investments. 

Some  loans  may  provide  only  indirect  or  short¬ 
term  benefits  to  low-  or  moderate-income  indi¬ 
viduals  in  a  low-  or  moderate-income  geogra¬ 
phy.  These  loans  are  not  considered  to  have  a 
community  development  purpose.  For  example, 
a  loan  for  upper-income  housing  in  a  distressed 
area  is  not  considered  to  have  a  community 
development  purpose  simply  because  of  the 
indirect  benefit  to  low-  or  moderate-income  per¬ 
sons  from  construction  jobs  or  the  increase  in 
the  local  tax  base  that  supports  enhanced  ser¬ 
vices  to  low-  and  moderate-income  areas  resi¬ 
dents.  On  the  other  hand,  a  loan  for  an  anchor 
business  in  a  distressed  area  (or  a  nearby  area), 
that  employs  or  serves  residents  of  the  area, 
and  thus  stabilizes  the  area,  may  be  considered 
to  have  a  community  development  purpose.  For 
example,  in  an  underserved,  distressed  area,  a 
loan  for  a  pharmacy  that  employs,  and  provides 
supplies  to,  residents  of  the  area  promotes  com¬ 
munity  development.9 


%See  Qs  and  As,  61  Fed  Reg.  54,647,  54,651  (Q  and  A  4 
addressing  § _ .12(1)) 

9/d 


Examiners  may  determine  that  the  fund  engages  in 
activities  primarily  intended  to  revitalize  or  stabilize 
low-  or  moderate-income  geographies.10  They  will 
make  this  determination  based  on  information  provid¬ 
ed  to  them  by  the  investor  financial  institutions.  In 
evaluating  that  information,  examiners  may  consider 
the  following  factors: 

•  whether  the  express,  bona  fide  intent  of  the  fund 
is  to  promote  the  community  development  pur¬ 
pose  of  revitalizing  or  stabilizing  a  low-  or  mod¬ 
erate-income  geography; 

•  whether  the  fund  is  specifically  structured  to 
achieve  the  expressed  community  development 
purpose(s);  and 

•  whether  the  fund  is  reasonably  certain  to 
accomplish  the  expressed  community  develop¬ 
ment  purpose(s). 

If  you  have  any  additional  questions,  please  feel  free 
to  contact  me  or  Neil  Robinson,  an  attorney  on  my 
staff,  at  (202)  874-5750. 


Michael  S.  Bylsma 
Director 

Community  and  Consumer  Law  Division 


10lt  is  unclear  based  on  only  the  information  that  you  have  pro¬ 
vided  whether  the  fund  will  engage  in  activities  with  a  primary  pur¬ 
pose  of  community  development  Further,  because  you  state  that 
the  fund  will  seek  to  make  investments  in  companies  with 
$  1 0-$  1 00  million  in  annual  sales,  these  investments  will  not  be  con 
sidered  investments  in  small  businesses 
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Mergers — July  1  to  September  30,  1997 


Most  transactions  in  this  section  do  not  have  accom¬ 
panying  decisions.  In  those  cases,  the  OCC  reviewed 
the  competitive  effects  of  the  proposals  by  using  its 
standard  procedures  for  determining  whether  the 
transaction  has  minimal  or  no  adverse  competitive 
effects.  The  OCC  found  the  proposals  satisfied  its  cri¬ 


teria  for  transactions  that  clearly  had  no  or  minimal 
adverse  competitive  effects.  In  addition,  the  Attorney 
General  either  filed  no  report  on  the  proposed  trans¬ 
action  or  found  that  the  proposal  would  not  have  a 
significantly  adverse  effect  on  competition. 


Nonaffiliated  mergers  (mergers  consummated  involving  two  or  more  nonaffili- 
ated  operating  banks),  from  July  1  to  September  30,  1997 

Title  and  location  (charter  number) _ _ Total  assets2 


Alabama 

SouthTrust  Bank,  N.A.,  Birmingham,  (014569)  .  $27,345,112,000 

and  Barnett  Bank  of  Southwest  Georgia,  Columbus .  247,647,000 

merged  on  September  19,  1997  under  the  title  of  SouthTrust  Bank,  N.A., 

Birmingham,  (014569) .  $27,592,759,000 

Colorado 

Canon  National  Bank,  Canon  City  (016392) .  57,579,000 

and  Greenhorn  Valley  Bank,  Colorado  City  .  10,567,000 

merged  on  July  14,  1997  under  the  title  of  Canon  National  Bank,  Canon  City  (016392)  ....  67,155,000 

Mississippi 

Deposit  Guaranty  National  Bank,  Jackson  (015548)  .  423,177,000 

and  Bank  of  Commerce,  Baton  Rouge .  69,300,000 

merged  on  June  30,  1997  under  the  title  of  Deposit  Guaranty  National  Bank, 

Jackson  (015548)  .  1,023,593,000 

Trustmark  National  Bank,  Jackson  (010523)  .  5,377,083,000 

and  Perry  County  Bank,  New  Augusta .  43,685,000 

merged  on  September  19,  1997  under  the  title  of  Trustmark  National  Bank, 

Jackson  (010523)  5,418,761,000 

Oklahoma 

The  First  National  Bank  in  Durant,  Durant  (014005) .  152,296,000 

and  Boswell  State  Bank,  Boswell .  9,755,000 

merged  on  August  1 1 ,  1997  under  the  title  of  The  First  National  Bank  in  Durant, 

Durant  (014005)  .  162,051,000 


Texas 

Southwest  Bank  of  Texas  N.A.,  Houston  (017479)  . 

and  Pinemont  Bank,  Houston  . 

merged  on  August  1,  1997  under  the  title  of  Southwest  Bank  of  Texas  N.A., 
Houston  (017479)  . 


1,073,498,000 

235,311,000 

1,307,069,000 


1  Nonaffiliated  mergers  include  mergers,  consolidations,  or  purchase  and  assumptions  of  nonaffiliated  operating  banks  or  savings  and  loan 
associations,  when  the  resulting  bank  is  a  national  bank.  Note  that  earlier  mergers  that  were  not  previously  published  are  also  included  in 

this  issue. 

2Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  the  merger  and  thus  may  not  sum  to  the  total  assets  given  for 
the  merged  bank. 
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Nonaffiliated  mergers — thrift  (mergers  consummated  involving  nonaffiliated 
national  banks  and  savings  and  loan  associations),  from  July  1  to  September 
30,  1997 

Title  and  location  (charter  number) _  Total  assets1 


Illinois 

TCF  National  Bank  Illinois,  Chicago  (023254)  .  899,239,000 

and  Standard  Federal  Bank  for  Savings,  Burr  Ridge  .  2,436,222,000 

and  Standard  Interim  Federal  Savings  Bank,  Burr  Ridge .  175,915,000 

merged  on  September  4,  1997  under  the  title  of  TCF  National  Bank  Illinois, 

Burr  Ridge  (023254)  .  3,349,878,000 

Kansas 

Southwest  Kansas  National  Bank,  Ulysses  (018323)  .  32,528,000 

and  Southwestern  Savings  and  Loan  Association  of  Hugoton,  Hugoton .  23,272,000 

merged  on  July  29,  1997  under  the  title  of  Southwest  Kansas  National  Bank, 

Ulysses  (018323)  .  52,600,000 

Mississippi 

Deposit  Guaranty  National  Bank,  Jackson  (015548)  .  898,581,000 

and  Citizens  Savings  Association  Federal  Association,  Baton  Rouge .  73,924,000 

merged  on  August  1,  1997  under  the  title  of  Deposit  Guaranty  National  Bank, 

Jackson  (015548)  .  983,084,000 


'Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  the  merger  and  thus  may  not  sum  to  the  total  assets  given  for  the 

merged  bank 
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Affiliated  mergers  (mergers  consummated  involving  affiliated  operating  banks), 
from  July  1  to  September  30,  1997 

Title  and  location  (charter  number)  Total  assets2 


Arkansas 

Boatmen’s  National  Bank  of  Arkansas,  Little  Rock  (016009) .  1,679,955,000 

and  Boatmen’s  National  Bank  of  Batesville,  Batesville  (014493) .  154,991,000 

and  Boatmen’s  National  Bank  of  Conway,  Conway  (018778)  .  188,1 16,000 

and  Boatmen’s  National  Bank  of  Hot  Springs,  Hot  Springs  (002832)  .  299,163,000 

and  Boatmen’s  National  Bank  of  North  Central  Arkansas,  Bull  Shoals  (015039) .  214,783,000 

and  Boatmen’s  National  Bank  of  Pine  Bluff,  Pine  Bluff  (014056) .  250,853,000 

and  Boatmen’s  National  Bank  of  Russellville,  Russellville  (018780)  .  169,663,000 

and  Boatmen’s  National  Bank  of  Northwest  Arkansas,  Fayetteville  (018781)  .  503,614,000 

and  Boatmen’s  Bank  of  Northeast  Arkansas,  Jonesboro  .  265,021,000 

merged  on  August  15,  1997  under  the  title  of  Boatmen’s  National  Bank  of  Arkansas, 

Little  Rock  (016009)  .  3,726,159,000 

California 

Bank  of  America  National  Trust  and  Savings  Association,  San  Francisco  (013044)  .  206,831,943,000 

and  Bank  of  America  Illinois,  Chicago .  16,418,000,000 

merged  on  July  1,  1997  under  the  title  of  Bank  of  America  National  Trust  and  Savings 

Association,  San  Francisco  (013044) .  223,249,943,000 

Connecticut 

Sachem  Trust  N.A.,  Guilford  (022784)  .  1,764,000 

and  Webster  Trust  Company,  N.A.,  Waterbury  (023465)  .  240,000 

merged  on  August  1 ,  1997  under  the  title  of  Webster  Trust  Company,  N.A., 

Guilford  (022784)  .  2,004,000 

Florida 

Barnett  Bank,  N.A.,  Jacksonville  (009049  .  39,940,848,000 

and  Barnett  Bank  of  Southeast  Georgia  N.A.,  Brunswick  (014483)  .  193,228,000 

merged  on  August  28,  1997  under  the  title  of  Barnett  Bank,  N.A.,  Jacksonville  (009049)  .  .  .  40,167,840,000 

» 

Illinois 

The  Citizens  National  Bank  of  Paris,  Paris  (006451) .  119,910,000 

and  The  Oakland  National  Bank,  Oakland,  (002212) .  20,220,000 

merged  on  July  14,  1997  under  the  title  of  The  Citizens  National  Bank  of  Paris, 

Paris  (00645 1 ) .  1 40, 1 30,000 

LaSalle  Bank  N.A.,  Chicago  (014450)  .  3,230,983,000 

and  La  Salle  Bank  Illinois,  Franklin  Park .  1,260,580,000 

and  La  Salle  Bank,  Westmont  .  960,857,000 

merged  on  September  2,  1997  under  the  title  of  LaSalle  Bank  N.A.,  Chicago  (014450)  ....  5,390,799,000 

The  First  National  Bank  of  Chicago,  Chicago  (000008)  .  53,930,816,000 

and  NBD  Bank,  N. A.,  Fox  River  Grove  (014555)  . . .  1,000 

merged  on  September  30,  1997  under  the  title  of  The  First  National  Bank  of  Chicago, 

Chicago  (000008)  .  54,084,701,000 


national  bank.  Note  that  earlier  mergers  that  were  not  previously  published  are  also  included  in  this  issue. 

2Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  the  merger  and  thus  may  not  sum  to  the  total  assets  given  for 
the  merged  bank. 
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Affiliated  mergers  (continued) 

Title  and  location  (charter  number)  Total  assets 


Illinois  (continued) 

Norwest  Bank  Illinois,  N.A.,  Galesburg  (022636)  .  298,378,000 

and  The  Farmers  National  Bank  of  Geneseo,  Geneseo  (002332) .  198,769,000 

merged  on  August  22,  1997  under  the  title  of  Norwest  Bank  Illinois,  N.A., 

Galesburg  (022636) .  497, 1 47,000 

Iowa 

Metrobank,  N. A.,  Davenport  (023175)  .  7,000,000 

and  Metrobank-lllinois,  N.A.,  East  Moline  (023217) .  253,000,000 

merged  on  June  1,  1997  under  the  title  of  Metrobank,  N.A.,  Davenport  (023175) .  260,000,000 

Firstar  Bank  Iowa,  N.A.,  Des  Moines  (016324) .  2,726,204,000 

and  Firstar  First  Interim  Bank,  N.A.,  Clinton  (023493) .  240,000 

and  Firstar  Second  Interim  Bank,  N.A.,  Dewitt  (023494) .  60,000 

and  Firstar  National  Bank,  Dubuque  (023495) .  314,664,000 

merged  on  September  8,  1997  under  the  title  of  Firstar  Bank  Iowa,  N.A., 

Des  Moines  (016324)  .  3,041,168,000 

Boatmen’s  Bank  Iowa,  N.A.,  Des  Moines  (022681) .  620,153,000 

and  Boatmen’s  National  Bank  of  Northwest  Iowa,  Spencer  (022333) .  121,846,000 

and  Boatmen's  Bank  of  North  Iowa,  Mason  City .  229,042,000 

and  Boatmen’s  Bank  of  Fort  Dodge,  Fort  Dodge  .  104,196,000 

merged  on  September  8,  1997  under  the  title  of  Boatmen’s  Bank  Iowa,  N.A., 

Des  Moines  (022681 )  .  1 ,075,237,000 

Kansas 

The  First  National  Bank  of  Winfield,  Winfield  (003218)  .  126,488,000 

and  The  Exchange  State  Bank,  Douglass  .  15,657,000 

merged  on  August  25,  1997  under  the  title  of  The  First  National  Bank  of  Winfield, 

Winfield  (003218)  .  142,079,000 

Kentucky 

Whitaker  Bank,  N.A.,  Lexington  (022246) .  57,687,000 

and  the  First  National  Bank  of  Carlisle,  Carlisle  (005959) .  29,655,000 

and  the  Garrard  Bank  &  Trust  Company,  Lancaster .  45,720,000 

merged  on  July  1,  1997  under  the  title  of  Whitaker  Bank,  N.A.,  Lexington  (022246) .  133,062,000 

Community  First  Bank,  N.A.,  Ripley  (003291) .  27,200,000 

and  the  Community  First  Bank,  Maysville .  45,000,000 

merged  on  July  1,  1997  under  the  title  of  Community  First  Bank,  N.A., 

Maysville  (003291)  .  72,200,000 

Louisiana 

Whitney  National  Bank,  New  Orleans  (014977)  .  3,480,063,000 

/and  First  National  Bank  of  Houma,  Houma  (014503  .  225,493,000 

merged  on  August  15,  1997  under  the  title  of  Whitney  National  Bank, 

New  Orleans  (014977) .  3,705,556,000 

Maryland 

American  Trust  Bank,  N.A.,  Cumberland  (023045) .  418,943,000 

and  Washington  County  National  Bank,  Williamsport  (001551)  .  147,885,000 

June  6,  1997  American  Trust  Bank,  N.A.,  Cumberland  (023045)  .  566,828,000 
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Affiliated  mergers  (continued) 

Title  and  location  (charter  number) 


Total  assets 


Michigan 

First  of  America  Bank-Michigan,  N.A.,  Grand  Rapids  (000191) .  1,272,183,000 

and  First  of  America  Bank-lndiana,  Indianapolis .  1,305,724,000 

merged  on  June  30,  1997  under  the  title  of  First  of  America  Bank,  N.A., 

Kalamazoo  (000191) .  15,077,776,000 

Great  Lakes  National  Bank  Michigan,  Ann  Arbor  (023255) .  2,182,828,000 

and  Great  Lakes  National  Bank  Ohio,  Flamilton  (023268) .  148,389,000 

merged  on  September  26,  1997  under  the  title  of  Great  Lakes  National  Bank  Michigan, 

Ann  Arbor  (023255) .  2,1 87,075,000 

Minnesota 

Bank  Midwest,  Minnesota  Iowa,  N.A.,  Fairmont  (013095) .  114,297,000 

and  Bank  Midwest,  Minnesota  Iowa,  N.A.,  Okoboji  (023086) .  79,210,000 

merged  on  June  1,  1997  under  the  title  of  Bank  Midwest,  Minnesota  Iowa,  N.A., 

Fairmont  (013095) .  193,507,000 

First  Bank  N.A.,  Minneapolis  (000710) .  21,850,300,000 

and  Colorado  National  Bank,  Denver  (001651)  .  6,894,000,000 

and  Colorado  National  Bank  Aspen,  Aspen  (015815)  .  52,000,000 

and  First  Interim  Bank  of  Casper,  N.A.,  Casper  (023387) .  281,500,000 

merged  on  June  1,  1997  under  the  title  of  First  Bank  N.A.,  Minneapolis  (000710)  .  35,540,500,000 


The  First  National  Bank  of  Waseca,  Waseca  (006544) . 

and  Bank  of  Ellendale,  Ellendale . 

merged  on  July  1 1 ,  1997  under  the  title  The  First  National  Bank  of  Waseca, 

Waseca  (006544)  . 

First  American  Bank,  N.A.,  Breckenridge  (023287)  . 

and  First  American  Bank,  N.A.  ,  Wahpeton  (023296) . 

merged  on  July  15,  1997  under  the  title  of  First  American  Bank,  N.A., 

Breckenridge  (023287)  . 

First  American  Bank,  N.A.,  Moorhead  (023204) . 

and  First  American  Bank,  N.A.,  Lisbon  (023291) . 

merged  on  August  1,  1997  under  the  title  of  First  American  Bank,  N.A., 

Moorhead  (023204) . 

First  National  Bank  of  East  Grand  Forks,  East  Grand  Forks  (013405) . 

and  First  Bank  N.A.,  Minneapolis  (000710)  . 

merged  on  July  11,  1997  under  the  title  of  First  Bank  N.A.,  East  Grand  Forks  (013405)  . 

First  Bank  N.A.,  East  Grand  Forks  (013405) . 

and  United  States  National  Bank  of  Oregon,  Portland  (004514)  .  .  . . 

merged  on  August  1,  1997  under  the  title  of  U.S.  Bank  N.A.,  Minneapolis  (013405)  .... 

Mississippi 

Deposit  Guaranty  National  Bank,  Jackson  (015548)  . 

and  Commercial  National  Bank  in  Shreveport,  Shreveport  (013648)  on  July  14,  1997 
and  The  Merchants  National  Bank  of  Fort  Smith,  Fort  Smith  (007240)  on 

August  1 1 ,  1997  . . . # . 

merged  on  those  respective  dates  under  the  title  of  Deposit  Guaranty  National  Bank, 

Jackson  (015548  . 


81,849,000 

19,083,000 

102,068,000 

61,566,000 

6,628,000 

68,194,000 

3,650,000 

91,770,000 

95,420,000 

33,700,000 

34,525,900,000 

35,549,400,000 

34,549,400,000 

33,460,800,000 

68,063,400,000 


4,521,143,000 

1,195,315,000 

332,446,000 

6,992,752,000 
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Affiliated  mergers  (continued) 

Title  and  location  (charter  number)  Total  assets 


Missouri 

Magna  Bank,  N.A.,  Brentwood  (023001)  .  5,430,992,000 

and  Magna  Bank,  N.A.,  Waterloo  (013702)  .  1,318,795,000 

merged  on  July  18,  1997  under  the  title  of  Magna  Bank,  N.A.,  Brentwood  (023001) .  6,741,274,000 

New  Mexico 

Sunwest  Bank  of  Albuquerque,  N. A.,  Albuquerque  (012485) .  2,240,707,000 

and  Sunwest  Bank  of  Clovis  N.A.,  Clovis  (008767)  .  175,809,000 

and  Sunwest  Bank  of  Hobbs  N. A.,  Hobbs  (016741)  .  78,119,000 

and  Sunwest  Bank  of  Las  Cruces  N.A.,  Las  Cruces  (016596)  .  92,41 1 ,000 

and  Sunwest  Bank  of  Raton  N.A.,  Raton  (012924) .  87,738,000 

and  Sunwest  Bank  of  Rio  Arriba  N.A.,  Espanola  (015312) .  87,023,000 

and  Sunwest  Bank  of  Roswell  N.A.,  Roswell  (014912) .  170,518,000 

and  Sunwest  Bank  of  Farmington,  Farmington .  81,847,000 

and  Sunwest  Bank  of  Gallup,  Gallup .  175,987,000 

and  Sunwest  Bank  of  Grant  County,  Silver  City  .  105,682,000 

and  Sunwest  Bank  of  Santa  Fe,  Santa  Fe  .  289,493,000 

merged  on  August  15,  1997  under  the  title  of  Sunwest  Bank  of  Albuquerque,  N.A., 

Albuquerque  (012485) .  3,585,334,000 

North  Carolina 

First  Union  National  Bank,  Charlotte  (015650)  .  81,828,827,000 

and  First  Union  National  Bank  of  South  Carolina,  Greenville  (021183)  .  3,226,366,000 

and  First  Union  National  Bank  of  Tennessee,  Nashville  (022649) .  3,151,432,000 

and  First  Union  National  Bank  of  Maryland,  Rockville  (023118) .  4,053,675,000 

and  First  Union  National  Bank  of  Virginia,  Roanoke  (002737) .  10,658,980,000 

and  First  Union  National  Bank  of  Washington,  D.C.,  Washington  (015127) .  2,217,409,000 

and  First  Union  Bank  of  Connecticut,  Stamford  .  5,963,890,000 

merged  on  July  31,  1997  under  the  title  of  First  Union  National  Bank,  Charlotte  (015650)  .  .  108,467,420,000 

NationsBank,  N.A.,  Charlotte  (014448) .  80,870,144,000 

and  Boatmen’s  National  Bank  of  Oklahoma,  Tulsa  (018308) .  4,154,935,000 

and  Boatmen’s  Bank  of  Southern  Missouri,  Springfield  .  1,227,860,000 

merged  on  July  11,  1997  under  the  title  of  NationsBank,  N.A.,  Charlotte  (014448) .  86,252,939,000 

NationsBank,  N.A.,  Charlotte  (014448) . 150,370,324,000 

and  Boatmen’s  Trust  Company  of  Kansas,  Prairie  Village .  390,000 

merged  on  September  19,  1997  under  the  title  of  NationsBank,  N.A.,  Charlotte  (014448)  .  .  150,370,714,000 

NationsBank,  N.A.,  Charlotte  (014448) .  80,870,144,000 

and  Boatmen's  National  Bank  of  Arkansas,  Little  Rock  (016009)  .  3,726,159,000 

and  Sunwest  Bank  of  Albuquerque,  N.A.,  Albuquerque  (012485)  .  3,585,334,000 

and  Boatmen’s  Bank  Iowa,  N.A.,  Des  Moines  (022681) .  1,075,237,000 

merged  on  August  15,  1997  under  the  title  of  NationsBank,  N.A.,  Charlotte  (014448)  .  89,256,874,000 

NationsBank,  N.A.,  Charlotte  (014448) .  170,220,962,000 

and  Boatmen’s  National  Bank  of  Newark,  Newark  (018779) .  13,572,000 

and  Boatmen's  National  Bank  of  South  Arkansas,  Camden  (014096) .  106,083,000 

merged  on  August  15,  1997  under  the  title  of  NationsBank,  N.A.,  Charlotte  (014448) .  170,300,590,000 
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Affiliated  mergers  (continued) 

Title  and  location  (charter  number) 


Total  assets 


Ohio 

The  Huntington  National  Bank,  Columbus  (007745) .  14,405,504,000 

and  The  Huntington  National  Bank  of  Indiana,  Noblesville  (021917)  .  1,186,161,000 

and  Huntington  National  Bank  West  Virginia,  Charleston  (014396) .  2,157,293,000 

and  Huntington  Banks  of  Michigan,  Troy .  2,080,353,000 

and  The  Huntington  Trust  Company,  N.A.,  Columbus  (021416)  .  21,285,000 

and  The  Huntington  Trust  Company  of  Florida,  N.A.,  Naples  (021553) .  1,189,000 

and  The  Huntington  National  Bank  of  Florida,  Maitland  (021058) .  1,156,938,000 

merged  on  June  30,  1997  under  the  title  of  The  Huntington  National  Bank, 

Columbus  (007745) .  20,998,887,000 

KeyBank  N.A.,  Cleveland  (014761)  .  36,530,548,000 

and  KeyBank  N.A.,  Salt  Lake  City  (023276)  on  June  20,  1997  .  1,432,261,000 

and  KeyBank  N.A.,  Bedford  (023284)  on  June  30,  1997  .  46,652,000 

merged  on  those  respective  dates  under  the  title  of  KeyBank  N.A.,  Cleveland  (014761)  .  .  .  63,527,177,000 

Bank  One  Trust  Company,  N.A.,  Columbus  (016235) .  398,600,000 

and  Bank  One  Wisconsin  Trust  Company,  N.A.,  Milwaukee  (016823) .  26,600,000 

and  Bank  One  Alpha  Interim  Trust  Company,  N.A.,  Milwaukee  (023352)  .  1,000 

merged  on  August  1 ,  1997  under  the  title  of  Bank  One  Trust  Company,  N.A., 

Columbus  (016235) .  425,200,000 


Oregon 

United  States  National  Bank  of  Oregon,  Portland  (004514)  . 

and  Sun  Capital  Bank,  St.  George . 

and  Business  &  Professional  Bank,  Woodland . 

merged  on  July  18,  1997  under  the  title  of  United  States  National  Bank  of  Oregon, 
Portland  (004514)  . 


32,857,006,000 

72,966,000 

227,532,000 

33,187,625,000 


Tennessee 

SunTrust  Bank,  East  Tennessee,  N-.A.,  Knoxville  (018101)  . 

and  SunTrust  Bank,  Northeast  Tennessee,  N.A.,  Johnson  City  (022966)  . . 

merged  on  September  5,  1997  under  the  title  of  SunTrust  Bank,  East  Tennessee,  N.A., 
Knoxville  (018101 ) . 

First  American  National  Bank,  Nashville  (003032)  . 

and  First  American  National  Bank  of  Kentucky,  Bowling  Green  (022665) . 

merged  on  July  1,  1997  under  the  title  of  First  American  National  Bank, 

Nashville  (003032) . 


385,282,000 

1,122,643,000 

1,607,925 

9,732,299,000 

282,010,000 

9,613,134,000 


Texas 

NationsBank  of  Texas,  N.A.,  Dallas  (021834) . 

and  Boatmen’s  Trust  Company  of  Texas,  Houston  . 

merged  on  September  19,  1997  under  the  title  of  NationsBank  of  Texas,  N.A., 

Dallas  (021834) . 


32,910,977,000 

9,442,576,000 

42,353,553,000 
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Affiliated  mergers  (continued) 

Title  and  location  (charter  number) _  Total  assets 


Utah 

KeyBank  N.A.,  Salt  Lake  City  (023276)  .  1,432,261,000 

and  KeyBank  N.A.,  Anchorage  (023280) .  967,096,000 

and  KeyBank  N.A.,  Fort  Collins  (023274) .  1,342,332,000 

and  KeyBank  N.A.,  Boise  (023282) .  1,540,985,000 

and  KeyBank  N. A.,  Portland  (023281) .  3,878,738,000 

and  KeyBank  N.A.,  Albany  (023279) .  15,486,227,000 

and  KeyBank  N.A.,  Portland  (023275) .  3,028,475,000 

and  KeyBank  N.A.,  Burlington  (023277)  .  667,503,000 

and  KeyBank  N.A.,  Tacoma  (023278)  .  345,569,000 

and  KeyBank  N. A.,  Tacoma  (023347)  .  8,066,911,000 

merged  on  June  30,  1997  under  the  title  of  KeyBank  N.A.,  Salt  Lake  City  (023276) .  36,530,538,000 

Zions  First  National  Bank,  Salt  Lake  City  (004341) .  5,565,763,000 

and  Zions  Bank,  Montpelier .  24,126,000 

merged  on  August  15,  1997  under  the  title  of  Zions  First  National  Bank, 

Salt  Lake  City  (004341) .  5,685,470,000 

Vermont 

Vermont  National  Bank,  Brattleboro  (001430) .  1,467,886,000 

and  Vermont  Federal  National  Bank,  Exeter  (023488)  .  429,443,000 

merged  on  September  22,  1997  under  the  title  of  Vermont  National  Bank, 

Brattleboro  (001430)  .  1,897,329,000 

West  Virginia 

Progressive  Bank,  N.A.,  Wheeling  (016248) .  105,685,000 

and  Progressive  Bank,  N.A.-Bellaire,  Bellaire  (013996) .  19,421,000 

merged  on  August  22,  1997  under  the  title  of  Progressive  Bank,  N.A., 

Wheeling  (016248)  .  125,106,000 

The  Matewan  National  Bank,  Williamson  (010370) .  386,439,000 

and  Matewan  National  Bank/Kentucky,  Pikeville  (006622)  .  197,147,000 

merged  on  September  19,  1997  under  the  title  of  The  Matewan  National  Bank, 

Williamson  (010370)  .  568,486,000 
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Affiliated  mergers — thrift  (mergers  consummated  involving  affiliated  national 
banks  and  savings  and  loan  associations),  from  April  1  to  June  30,  1997 


Title  and  location  (charter  number) 


Total  assets1 


Kentucky 

Trans  Financial  Bank,  N.A.,  Bowling  Green  (022833) . 

and  Trans  Financial  Bank,  F.S.B.,  Russellville . 

merged  on  July  26,  1997  under  the  title  of  Trans  Financial  Bank,  N.A., 
Bowling  Green  (022833)  . 


1,435,977,000 

365,328,000 

1,465,994,000 


Michigan 

Michigan  National  Bank,  Farmington  Hills  (016660) . 

and  Michigan  Bank,  F.S.B.,  Troy  . 

merged  on  August  31,  1997  under  the  title  of  Michigan  National  Bank, 
Farmington  Hills  (016660)  . 


8,951,516,000 

80,050,000 


9,028,946,000 


Pennsylvania 

First  Western  Bank,  N.A.,  New  Castle  (000562) . 

and  First  Western  Bank,  Federal  Savings  Bank,  Sharon . 

merged  on  September  8,  1997  under  the  title  of  First  Western  Bank,  N.A., 
New  Castle  (000562) . 


1,077,570,000 

609,389,000 

1,686,928,000 


1  Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  the  merger  and  thus  may  not  sum  to  the  total  assets  given  for 
the  merged  bank. 
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Statistical  Tables  on  the  Financial  Performance 
of  National  Banks 


Page 


Assets,  liabilities,  and  capital  accounts  of  national  banks,  September  30,  1996  and 

September  30,  1997  . 

Quarterly  income  and  expenses  of  national  banks,  third  quarter  1996  and  third  quarter  1997  . 

Year-to-date  income  and  expenses  of  national  banks,  through  September  30,  1996  and  through 
September  30,  1997  . 

Assets  of  national  banks  by  asset  size,  September  30,  1997  . 

Past-due  and  nonaccrual  loans  and  leases  of  national  banks  by  asset  size,  September  30,  1997  .  . 

Liabilities  of  national  banks  by  asset  size,  September  30,  1997  . 

Off-balance-sheet  items  of  national  banks  by  asset  size,  September  30,  1997  . 

Quarterly  income  and  expenses  of  national  banks  by  asset  size,  third  quarter  1997  . 

Year-to-date  income  and  expenses  of  national  banks  by  asset  size,  through  September  30,  1997  .  . 

Quarterly  net  loan  and  lease  losses  of  national  banks  by  asset  size,  third  quarter  1997  . 

Year-to-date  net  loan  and  lease  losses  of  national  banks  by  asset  size,  through  September  30,  1997 

Number  of  national  banks  by  state  and  asset  size,  September  30,  1997  . 

Total  assets  of  national  banks  by  state  and  asset  size,  September  30,  1997  . 


131 

132 

133 

134 

135 

136 

137 

138 

139 

140 

141 

142 

143 


Tables  are~provided  by  the  Financial  and  Statistical  Analysis  Division  and  include  data  tor  nationally  chartered.  FDIC-insured  commercial 
banks  that  file  a  quarter  end  call  report.  Data  tor  the  current  period  are  preliminary  and  sub,ect  to  revision  Figures  ,n  the  tables  may  no,  sum 

to  totals  because  of  rounding. 
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Assets,  liabilities,  and  capital  accounts  of  national  banks 
September  30,  1996  and  September  30,  1997 

(Dollar  figures  in  millions) 


Number  of  institutions 


Total  assets . 

Cash  and  balances  due  from  depositories . 

Noninterest-bearing  balances,  currency  and  coin 

Interest  bearing  balances  . 

Securities  . 

Held-to-maturity  securities,  amortized  cost  .... 

Available-for-sale  securities,  fair  value . 

Federal  funds  sold  and  securities  purchased  .... 

Net  loans  and  leases  . 

Total  loans  and  leases . 

Loans  and  leases,  gross . 

Less:  Unearned  income  . 

Less:  Reserve  for  losses . 

Assets  held  in  trading  account . 

Other  real  estate  owned  . 

Intangible  assets  . 

All  other  assets . 


Total  liabilities  and  equity  capital  . 

Deposits  in  domestic  offices  . 

Deposits  in  foreign  offices  . 

Total  deposits  . 

Noninterest-bearing  deposits  . 

Interest-bearing  deposits  . 

Federal  funds  purchased  and  securities  sold . 

Demand  notes  issued  to  U.S.  Treasury . 

Other  borrowed  money . 

With  remaining  maturity  of  one  year  or  less  . 

With  remaining  maturity  of  more  than  one  year . 

Trading  liabilities  less  revaluation  losses . 

Subordinated  notes  and  debentures  . 

All  other  liabilities  . 

Trading  liabilities  revaluation  losses . 

Other  . 

Total  equity  capital . 

Perpetual  preferred  stock  . 

Common  stock  . 

Surplus . 

Net  undivided  profits  and  capital  reserves  . 

Cumulative  foreign  currency  translation  adjustment . 

NM  indicates  calculated  percent  change  is  not  meaningful. 


Change 

September  30,  1997  September  30,  1997  September  30,  1996- 

September  30,  1997 
fully  consolidated 


Consolidated 
foreign  and 
domestic 

Consolidated 
foreign  and 
domestic 

Amount 

Percent 

2,735 

2,624 

(111) 

(4.06) 

$2,470,137 

$2,760,008 

$289,871 

11.74 

186,499 

203,336 

16,837 

9.03 

139,095 

137,368 

(1,727) 

(1.24) 

47,403 

65,967 

18,564 

39.16 

383,258 

424,929 

41,671 

10.87 

72,285 

69,968 

(2,317) 

(3.21) 

310,973 

354,961 

43,988 

14.15 

88,030 

106,209 

18,179 

20.65 

1 ,579,720 

1,738,142 

158,423 

10.03 

1,611,851 

1,772,692 

160,841 

9.98 

1,614,544 

1,774,974 

160,430 

9.94 

2,694 

2,282 

(412) 

(15.29) 

32,131 

34,550 

2,419 

7.53 

71,209 

89,102 

17,894 

25.13 

2,847 

2,314 

(532) 

(18.70) 

34,099 

47,380 

13,281 

38.95 

124,477 

148,596 

24,119 

19.38 

2,470,137 

2,760,008 

289,871 

11.74 

1,492,055 

1,610,598 

118,542 

7.94 

265,725 

297,405 

31,680 

11.92 

1 ,757,780 

1,908,003 

150,222 

8.55 

381,656 

385,931 

4,275 

1.12 

1,376,124 

1,522,072 

145,948 

10.61 

180,135 

221,813 

41,679 

23.14 

16,797 

16,862 

65 

0.39 

170,512 

194,671 

24,159 

14.17 

112,766 

127,125 

14,359 

12.73 

57,746 

67,546 

9,800 

16.97 

7,687 

16,757 

9,070 

118.00 

30,778 

36,588 

5,810 

18.88 

100,475 

122,575 

22,099 

21.99 

33,496 

42,619 

9,123 

27.23 

66,979 

79,956 

12,977 

19.37 

205,973 

242,739 

36,765 

17.85 

489 

435 

(54) 

(11.11) 

17,989 

17,925 

(64) 

(035) 

95,390 

117,543 

22,154 

23  22 

92,807 

107,649 

14,841 

1599 

(702) 

(813) 

(112) 

NM 
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Quarterly  income  and  expenses  of  national  banks 
Third  quarter  1996  and  third  quarter  1997 


(Dollar  figures  in  millions) 


Third  quarter 

1996 

Consolidated 
foreign  and 
domestic 

Third  quarter 

1997 

Consolidated 
foreign  and 
domestic 

Change 

Third  quarter  1996- 
third  quarter  1997 
fully  consolidated 

Amount  Percent 

Number  of  institutions . 

2,735 

2,624 

(111) 

(4.06) 

Net  income . 

$7,686 

$8,582 

$895 

11.65 

Net  interest  income . 

24,233 

26,448 

2,215 

9.14 

Total  interest  income  . 

45,037 

49,667 

4,630 

10.28 

On  loans  . 

35,259 

38,818 

3,560 

10.10 

From  lease  financing  receivables  . 

816 

1,253 

437 

53.49 

On  balances  due  from  depositories  . 

760 

891 

131 

17.27 

On  securities  . 

6,340 

6,704 

364 

5.74 

From  assets  held  in  trading  account  . 

760 

765 

5 

0.68 

On  federal  funds  sold  and  securities  repurchased  . 

1,102 

1,224 

122 

11.06 

Less:  Interest  expense  . 

20,804 

23,218 

2,415 

11.61 

On  deposits  . 

14,929 

16,758 

1,829 

12.25 

Of  federal  funds  purchased  and  securities  sold  . 

2,401 

2,623 

222 

9.25 

On  demand  notes  and  other  borrowed  money*  . 

2,947 

3,179 

232 

7.89 

On  subordinated  notes  and  debentures  . 

527 

656 

128 

24.30 

Less:  Provision  for  losses  . 

2,458 

3,233 

775 

31.54 

Noninterest  income . 

13,936 

16,827 

2,891 

20.74 

From  fiduciary  activities  . 

1,627 

2,152 

525 

32.24 

Service  charges  on  deposits . 

2,777 

3,189 

412 

14.85 

Trading  revenue  . 

760 

1,089 

329 

43.34 

From  interest  rate  exposures . 

417 

489 

72 

17.35 

From  foreign  exchange  exposures  . 

233 

516 

283 

121.52 

From  equity  security  and  index  exposures  . 

69 

78 

9 

NM 

From  commodity  and  other  exposures  . 

42 

7 

(34) 

NM 

Total  other  noninterest  income  . 

8,772 

10,386 

1,614 

18.40 

Gains/losses  on  securities  . 

57 

79 

23 

NM 

Less:  Noninterest  expense  . 

23,637 

26,503 

2,866 

12.13 

Salaries  and  employee  benefits  . 

9,480 

10,308 

828 

8.74 

Of  premises  and  fixed  assets  . 

3,058 

3,328 

270 

8.84 

Other  noninterest  expense  . 

1 1 ,099 

12,867 

1,767 

15.92 

Less:  Taxes  on  income  before  extraordinary  item  . 

4,444 

5,046 

601 

13.53 

Income/loss  from  extraordinary  items,  net  of  income  taxes  . 

(1) 

8 

9 

(1,315.45) 

Memoranda: 

Net  operating  income  . 

7,652 

8,520 

868 

11.34 

Income  before  taxes  and  extraordinary  items  . 

12,131 

13,619 

1,487 

12.26 

Income  net  of  taxes  before  extraordinary  items . 

7,687 

8,573 

886 

11.53 

Cash  dividends  declared  . 

7,250 

5,439 

(1,811) 

(24.98) 

Net  charge-offs  to  loan  and  lease  reserve . 

2,512 

3,193 

682 

27.14 

Charge-offs  to  loan  and  lease  reserve . 

3,471 

4,176 

705 

20.31 

Less  Recoveries  credited  to  loan  and  lease  reserve . 

959 

982 

23 

2.43 

'  Includes  mortgage  indebtedness 

NM  indicates  calculated  percent  change  is  not  meaningful. 
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Year-to-date  income  and  expenses  of  national  banks 
Through  September  30,  1996  and  through  September  30,  1997 

(Dollar  figures  in  millions) 


September  30,  1996 

September  30,  1997 

Change 

September  30,  1996- 

Consolidated 

Consolidated 

September  30,  1997 
fully  consolidated 

foreign  and 

foreign  and 

Amount  Percent 

domestic 

domestic 

Number  of  institutions 


Net  income  . 

Net  interest  income . 

Total  interest  income  . 

On  loans  . 

From  lease  financing  receivables  . 

On  balances  due  from  depositories . 

On  securities . 

From  assets  held  in  trading  account . 

On  federal  funds  sold  and  securities  repurchased  .  .  . 

Less:  Interest  expense  . 

On  deposits  . 

Of  federal  funds  purchased  and  securities  sold  . 

On  demand  notes  and  other  borrowed  money* . 

On  subordinated  notes  and  debentures  . 

Less:  Provision  for  losses  . 

Noninterest  income . 

From  fiduciary  activities . 

Service  charges  on  deposits . 

Trading  revenue  . 

From  interest  rate  exposures . 

From  foreign  exchange  exposures  . 

From  equity  security  and  index  exposures  . 

From  commodity  and  other  exposures  . 

Total  other  noninterest  income . 

Gains/losses  on  securities . 

Less:  Noninterest  expense  . 

Salaries  and  employee  benefits  . 

Of  premises  and  fixed  assets  . 

Other  noninterest  expense  . 

Less:  Taxes  on  income  before  extraordinary  items . 

Income/loss  from  extraordinary  items,  net  of  income  taxes 


2,735 

2,624 

(111) 

(4.06) 

$22,526 

$26,236 

$3,710 

16.47 

70,391 

78,416 

8,025 

11.40 

132,035 

146,465 

14,430 

10.93 

102,607 

114,225 

11,618 

11.32 

2,343 

3,432 

1,089 

46.48 

2,269 

2,546 

277 

12.19 

18,965 

20,017 

1,052 

5.55 

2,268 

2,195 

(73) 

(3.21) 

3,583 

4,050 

467 

13.04 

61,644 

68,049 

6,405 

10.39 

44,011 

48,824 

4,813 

10.94 

7,448 

7,994 

546 

7.33 

8,711 

9,393 

681 

7.82 

1,474 

1,838 

364 

24.72 

6,893 

9,127 

2,234 

32.41 

40,756 

47,693 

6,938 

17.02 

4,825 

5,901 

1,076 

22.31 

8,052 

9,317 

1,265 

15.71 

2,178 

2,914 

736 

33.78 

1,103 

1,285 

182 

16.53 

928 

1,501 

573 

61.76 

116 

102 

(14) 

(11.70) 

31 

25 

(6) 

(19.96) 

25,701 

29,561 

3,861 

15.02 

319 

542 

223 

69.96 

69,158 

76,340 

7,183 

10.39 

27,626 

30,500 

2,874 

10.40 

8,839 

9,750 

911 

10.30 

32,693 

36,091 

3,398 

10.39 

12,975 

14,986 

2,011 

15.50 

86 

37 

(49) 

NM 

Memoranda: 

Net  operating  income  . 

Income  before  taxes  and  extraordinary  items  . 

Income  net  of  taxes  before  extraordinary  items . 

Cash  dividends  declared  . 

Net  charge-offs  to  loan  and  lease  reserve . 

Charge-offs  to  loan  and  lease  reserve . 

Less:  Recoveries  credited  to  loan  and  lease  reserve 


*  Includes  mortgage  indebtedness 

NM  indicates  calculated  percent  change  is  not  meaningful. 


22,233 

25,849 

3,615 

16.26 

35,415 

41,184 

5,770 

16.29 

22,440 

26,199 

3,758 

16.75 

17,114 

17,045 

(68) 

(0.40) 

7,158 

8,919 

1,761 

24.60 

9,897 

1 1 ,948 

2,051 

20  72 

2,739 

3,029 

290 

10.59 
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Assets  of  national  banks  by  asset  size 
September  30,  1997 

(Dollar  figures  in  millions) 


National  banks 

Memoranda 

All 

national 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

All 

commercial 

banks 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Total  assets . 

.  $2,760,008 

$70,937 

$262,318 

$481,115 

$1,945,638 

$4,869,450 

Cash  and  balances  due  from . 

203,336 

3,672 

12,466 

31,378 

155,820 

317,078 

Securities  . 

424,929 

20,179 

70,476 

90,600 

243,674 

835,521 

Federal  funds  sold  and  securities  purchased 

106,209 

3,505 

9,509 

17,701 

75,494 

265,332 

Net  loans  and  leases . 

1,738,142 

40,526 

158,324 

312,739 

1,226,554 

2,848,702 

Total  loans  and  leases . 

1,772,692 

41,076 

160,706 

320,911 

1 ,249,999 

2,903,619 

Loans  and  leases,  gross . 

1,774,974 

41,264 

161,127 

321,097 

1,251,486 

2,908,369 

Less:  Unearned  income  . 

2,282 

188 

420 

186 

1,487 

4,750 

Less:  Reserve  for  losses  . 

34,550 

549 

2,383 

8,172 

23,445 

54,917 

Assets  held  in  trading  account . 

89,102 

9 

67 

935 

88,091 

294,714 

Other  real  estate  owned . 

2,314 

100 

269 

275 

1,670 

4,137 

Intangible  assets . 

47,380 

195 

1,404 

7,113 

38,667 

58,871 

All  other  assets  . 

221,837 

4,991 

9,373 

20,202 

187,271 

361,745 

Gross  loans  and  leases  by  type: 

Loans  secured  by  real  estate . 

712,470 

23,032 

96,064 

133,812 

459,561 

1,226,822 

1-4  family  residential  mortgages  . 

356,456 

11,674 

46,983 

66,729 

231,070 

612,103 

Home  equity  loans  . 

65,301 

566 

4,932 

1 1 ,523 

48,280 

96,073 

Multifamily  residential  mortgages . 

22,451 

530 

3,120 

4,942 

13,859 

39,908 

Commercial  RE  loans  . 

187,399 

6,252 

30,653 

38,862 

111,633 

336,126 

Construction  RE  loans  . 

45,958 

1,564 

6,970 

9,852 

27,572 

86,108 

Farmland  loans  . 

10,141 

2,446 

3,399 

1,780 

2,516 

26,887 

RE  loans  from  foreign  offices . 

24,764 

0 

8 

124 

24,631 

29,619 

Commercial  and  industrial  loans  . 

482,929 

6,869 

27,575 

65,014 

383,470 

765,210 

Loans  to  individuals . 

357,738 

6,372 

28,114 

102,069 

221,183 

554,591 

Credit  cards  . 

153,676 

470 

5,481 

58,521 

89,203 

220,396 

Installment  loans  . 

204,062 

5,901 

22,634 

43,548 

131,980 

334,196 

All  other  loans  and  leases  . 

221,837 

4,991 

9,373 

20,202 

187,271 

361,745 

Securities  by  type: 

U.S  Treasury  securities  . 

69,844 

5,105 

14,714 

16,482 

33,543 

158,632 

Mortgage-backed  securities . 

200,018 

4,373 

21,984 

47,481 

126,180 

360,247 

Pass-through  securities . 

136,483 

2,707 

14,285 

33,515 

85,976 

243,661 

Collateralized  mortgage  obligations . 

63,535 

1,666 

7,699 

13,966 

40,204 

116,586 

Other  securities . 

155,068 

10,702 

33,778 

26,637 

83,951 

316,642 

Other  U.S.  government  securities  . 

56,397 

6,930 

19,492 

15,068 

14,906 

139,907 

State  and  local  government  securities  .  .  . 

34,825 

3,083 

10,860 

7,336 

13,545 

75,629 

Other  debt  securities . 

49,382 

298 

1,632 

1,556 

45,896 

76,634 

Equity  securities  . 

14,464 

391 

1,794 

2,676 

9,604 

24,471 

Memoranda: 

Agricultural  production  loans  . 

19,567 

4,418 

4,776 

3,014 

7,360 

45,021 

Pledged  securities . 

213,270 

6,948 

30,151 

44,245 

131,926 

391,048 

Book  value  of  securities  . 

421,152 

20,113 

70,134 

89,887 

241,018 

828,244 

Available-for-sale  securities . 

351,184 

14,353 

50,707 

72,870 

213,254 

665,036 

Held-to-maturity  securities . 

69,968 

5,760 

19,428 

17,016 

27,763 

163,208 

Market  value  of  securities  . 

425.827 

20,222 

70,638 

90,764 

244,204 

837.098 

Available-for-sale  securities . 

354.961 

14,419 

51,048 

73,583 

215,911 

672.313 

Held-to-maturity  securities . 

70,866 

5,802 

19,590 

17,181 

28,293 

164,785 
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Past-due  and  nonaccrual  loans  and  leases  of  national  banks  by  asset  size 

September  30,  1997 

(Dollar  figures  in  millions) 


All 

national 

banks 

National  banks 

Memoranda 

All 

commercial 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Loans  and  leases  past  due  30-89  days  .... 

$21,365 

$599 

$1,955 

$5,261 

$13,550 

$35,388 

Loans  secured  by  real  estate . 

8,700 

289 

931 

1,600 

5,881 

14,499 

1-4  family  residential  mortgages  . 

5,463 

186 

541 

860 

3,877 

8,871 

Home  equity  loans . 

551 

4 

40 

106 

402 

828 

Multifamily  residential  mortgages  . 

148 

5 

20 

33 

91 

298 

Commercial  RE  loans  . 

1,575 

58 

229 

411 

877 

2,889 

Construction  RE  loans . 

583 

19 

78 

171 

316 

1,049 

Farmland  loans  . 

85 

18 

23 

19 

25 

226 

RE  loans  from  foreign  offices . 

294 

0 

0 

0 

294 

338 

Commercial  and  industrial  loans  . 

3,443 

158 

427 

825 

2,033 

6,151 

Loans  to  individuals . 

8,360 

151 

564 

2,662 

4,983 

13,178 

Credit  cards  . 

4,061 

18 

158 

1,686 

2,200 

5,993 

Installment  loans  . 

4,299 

133 

406 

976 

2,783 

7,186 

All  other  loans  and  leases  . 

862 

2 

33 

174 

653 

1,560 

Loans  and  leases  past  due  90+  days . 

5,849 

154 

461 

1,987 

3,247 

9,514 

Loans  secured  by  real  estate . 

1,751 

76 

185 

571 

920 

2,897 

1-4  family  residential  mortgages  . 

1,141 

44 

109 

408 

580 

1,743 

Home  equity  loans . 

116 

1 

6 

33 

75 

169 

Multifamily  residential  mortgages . 

29 

1 

4 

8 

16 

52 

Commercial  RE  loans  . 

337 

18 

49 

94 

175 

657 

Construction  RE  loans . 

83 

4 

8 

21 

50 

164 

Farmland  loans  . 

25 

7 

8 

6 

4 

88 

RE  loans  from  foreign  offices . 

20 

0 

0 

0 

20 

24 

Commercial  and  industrial  loans  . 

551 

48 

96 

147 

259 

1,167 

Loans  to  individuals . 

3,387 

30 

163 

1,235 

1,960 

5,212 

Credit  cards  . 

2,314 

7 

99 

1,007 

1,201 

3,361 

Installment  loans  . 

1,073 

23 

64 

227 

759 

1,851 

All  other  loans  and  leases  . 

160 

0 

17 

35 

108 

239 

Nonaccrual  loans  and  leases . 

11,423 

310 

957 

1,454 

8,702 

19,209 

Loans  secured  by  real  estate . 

6,195 

149 

510 

820 

4,716 

10,101 

1-4  family  residential  mortgages  . 

2,491 

57 

195 

336 

1,903 

4,009 

Home  equity  loans . 

158 

1 

9 

14 

134 

238 

Multifamily  residential  mortgages . 

231 

3 

21 

38 

168 

380 

Commercial  RE  loans  . 

2,339 

51 

217 

354 

1,717 

3,890 

Construction  RE  loans . 

343 

10 

43 

56 

235 

742 

Farmland  loans  . 

155 

28 

25 

21 

80 

296 

RE  loans  from  foreign  offices . 

479 

0 

0 

0 

479 

547 

Commercial  and  industrial  loans  . 

3,473 

137 

345 

402 

2,589 

5,930 

Loans  to  individuals . 

1,179 

22 

83 

158 

916 

2,362 

Credit  cards  . 

287 

1 

33 

92 

161 

1,062 

Installment  loans  . 

892 

20 

51 

66 

755 

1,300 

All  other  loans  and  leases  . 

575 

2 

18 

74 

481 

815 

1 
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Liabilities  of  national  banks  by  asset  size 
September  30,  1997 

(Dollar  figures  in  millions) 


All 

national 

banks 

National  banks 

Memoranda 

All 

commercial 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Total  liabilities  and  equity  capita . 

.  .  .  $2,760,008 

$70,937 

$262,318 

$481,115 

$1,945,638 

$4,869,450 

Deposits  in  domestic  offices  . 

..  $1,610,598 

$60,616 

$213,772 

$318,522 

$1,017,688 

$2,797,879 

Deposits  in  foreign  offices . 

297,405 

0 

434 

6,138 

290,833 

507,048 

Total  deposits  . 

1,908,003 

60,616 

214,206 

324,659 

1,308,521 

3,304,927 

Noninterest  to  earnings . 

385,931 

9,696 

34,792 

69,787 

271,656 

629,330 

Interest  bearing  . 

1,522,072 

50,920 

179,414 

254,872 

1,036,865 

2,675,596 

Other  borrowed  funds  . 

450,104 

1,852 

19,652 

97,776 

330,824 

822,251 

Subordinated  notes  and  debentures . 

36,588 

3 

157 

3,179 

33,249 

55,096 

All  other  liabilities . 

122,575 

787 

3,103 

9,470 

109,215 

271,752 

Equity  capital . 

242,739 

7,680 

25,200 

46,031 

163,828 

415,425 

Total  deposits  by  depositor: 

Individuals  and  corporations  . 

1,718,452 

55,084 

196,893 

297,167 

1,169,308 

2,937,296 

U.S.,  state,  and  local  governments  . 

63,816 

4,700 

13,788 

16,872 

28,456 

126,985 

Depositories  in  the  U.S . 

44,607 

384 

1,998 

7,253 

34,972 

72,349 

Foreign  banks  and  governments . 

67,854 

3 

130 

1,594 

66,127 

142,510 

Certified  and  official  checks . 

9,919 

445 

1,397 

1,730 

6,347 

17,519 

All  other  foreign  office  deposits . 

3,356 

0 

0 

44 

3,312 

8,267 

Domestic  deposits  by  depositor: 

Individuals  and  corporations  . 

1,503,713 

55,084 

196,586 

291,993 

960,049 

2,602,233 

U.S.,  state,  and  local  governments  .... 

63,816 

4,700 

13,788 

16,872 

28,456 

126,985 

Depositories  in  the  U.S . 

29,769 

384 

1,954 

6,918 

20,513 

43,004 

Foreign  banks  and  governments . 

4,349 

3 

47 

1,008 

3,291 

9,177 

Certified  and  official  checks . 

8,951 

445 

1,397 

1,729 

5,379 

16,481 

Foreign  deposits  by  depositor: 

Individuals  and  corporations  . 

214,739 

0 

307 

5,174 

209,258 

335,064 

Depositories  in  the  U.S . 

14,837 

0 

44 

334 

14,459 

29,346 

Foreign  banks  and  governments . 

63,505 

0 

83 

586 

62,836 

133,333 

Certified  and  official  checks . 

968 

0 

0 

0 

968 

1,038 

All  other  deposits . 

3,356 

0 

0 

44 

3,312 

8,267 

Deposits  in  domestic  offices  by  type: 

Transaction  deposits  . 

421,874 

18,513 

58,250 

80,133 

264,978 

721,761 

Demand  deposits  . 

342,806 

9,687 

34,243 

65,736 

233,141 

555,772 

NOW  accounts  . 

.  .  77,878 

8,655 

23,570 

14,223 

31,431 

162,999 

Savings  deposits . 

600,072 

12,497 

56,002 

114,671 

416,903 

960,211 

Money  market  deposit  accounts  . 

408,349 

6,081 

31,088 

69,716 

301,465 

619,594 

Other  savings  deposits  . 

191,723 

6,416 

24,914 

44,955 

115,438 

340,617 

Time  deposits  . 

588,652 

29,606 

99,521 

123,718 

335,807 

1,115,907 

Small  time  deposits . 

403,539 

22,019 

72,085 

85,201 

224,233 

741,363 

Large  time  deposits . 

185,113 

7,587 

27,435 

38,517 

111,574 

374,544 
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Off-balance-sheet  items  of  national  banks  by  asset  size 
September  30,  1997 

(Dollar  figures  in  millions) 


All 

national 

banks 

National  banks 

Memoranda 

All 

commercial 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Unused  commitments  . 

$2,004,004 

$171,735 

$116,612 

$396,206 

$1,319,452 

$2,966,915 

Home  equity  lines  . 

70,627 

395 

4,688 

11,456 

54,088 

99,340 

Credit  card  lines  . 

1,126,576 

166,756 

88,121 

306,726 

564,973 

1,604,684 

Commercial  RE,  construction  and  land  . 

62,043 

1,062 

5,604 

9,780 

45,597 

101,484 

All  other  unused  commitments . 

744,758 

3,522 

18,199 

68,244 

654,793 

1,161,406 

Letters  of  credit: 

Standby  letters  of  credit  . 

117,285 

194 

1,694 

10,978 

104,418 

198,747 

Financial  letters  of  credit  . 

90,617 

119 

1,026 

8,708 

80,763 

159,744 

Performance  letters  of  credit . 

26,669 

75 

668 

2,270 

23,655 

39,003 

Commercial  letters  of  credit . 

20,000 

47 

653 

1,074 

18,226 

31,729 

Securities  borrowed  and  lent: 

Securities  borrowed . 

10,266 

25 

411 

3,018 

6,812 

24,562 

Securities  lent  . 

41,622 

40 

504 

5,579 

35,498 

288,274 

Financial  assets  transferred  with  recourse: 

Mortgages — outstanding  principal  balance  .  . 

6,737 

20 

138 

1,179 

5,400 

12,098 

Mortgages — amount  of  recourse  exposure  .  . 

5,352 

18 

99 

1,028 

4,207 

8,315 

All  other — outstanding  principal  balance  .... 

140,235 

7 

2,549 

48,574 

89,105 

192,417 

All  other — amount  of  recourse  exposure  .... 

8,487 

6 

195 

2,657 

5,628 

10,717 

Spot  foreign  exchange  contracts  . 

243,539 

0 

4 

682 

242,852 

650,988 

Credit  derivatives  (notional  value) 

Reporting  bank  is  the  guarantor . 

3,852 

0 

0 

0 

3,852 

14,737 

Reporting  bank  is  the  beneficiary . 

3,712 

0 

0 

0 

3,712 

24,142 

Derivative  contracts  (notional  value) . 

8,686,409 

637 

5,027 

84,172 

8,596,573 

25,028,316 

Futures  and  forward  contracts . 

3,778,117 

164 

266 

9,456 

3,768,231 

9,465,294 

Interest  rate  contracts  . 

1,356,019 

164 

257 

7,684 

1,347,914 

4,170,900 

Foreign  exchange  contracts  . 

2,392,29 7 

0 

9 

754 

2,391,533 

5,193,239 

All  other  futures  and  forwards  . 

29,801 

0 

0 

1,017 

28,784 

101,155 

Option  contracts  . 

2,648,628 

473 

2,071 

30,515 

2,615,569 

5,960,600 

Interest  rate  contracts  . 

1,839,135 

473 

2,063 

27,913 

1,808,686 

4,194,672 

Foreign  exchange  contracts  . 

702,912 

0 

0 

2,530 

700,382 

1,476,487 

All  other  options  . 

106,581 

0 

7 

72 

106,502 

289,441 

Swaps  . 

2,252,100 

0 

2,690 

44,201 

2,205,208 

9,563,543 

Interest  rate  contracts  . 

2,129,462 

0 

2,674 

44,193 

2,082,595 

8,904,540 

Foreign  exchange  contracts  . 

1 1 1 ,047 

0 

16 

8 

1 1 1 ,022 

597,799 

All  other  swaps  . 

11,591 

0 

0 

0 

11,591 

61,204 

Memoranda:  Derivatives  by  purpose 

Contracts  held  for  trading  . 

Contracts  not  held  for  trading  . 

Memoranda:  Derivatives  by  position 

Held  for  trading — positive  fair  value . 

Held  for  trading — negative  fair  value  . 

Not  for  trading — positive  fair  value . 

Not  for  trading— negative  fair  value . 

7,884,886 

793,959 

95,864 

96,092 

4,368 

3,045 

400 

237 

0 

0 

0 

0 

110 

4,917 

0 

0 

15 

12 

1 1 ,403 
72,769 

86 

86 

368 

206 

7,872,973 

716,036 

95,777 

96,006 

3,985 

2,827 

23,479,263 

1,510,174 

309,968 

311,137 

9,251 

7,486 
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Quarterly  income  and  expenses  of  national  banks  by  asset  size 

Third  quarter  1997 

(Dollar  figures  in  millions) 


National  banks 

Memoranda 

All 

national 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

All 

commercial 

banks 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Net  income  . 

$8,582 

$238 

$954 

$1,739 

$5,651 

$14,776 

Net  interest  income  . 

26,448 

758 

2,806 

5,443 

17,441 

44,192 

Total  interest  income  . 

49,667 

1,342 

5,044 

9,550 

33,731 

86,023 

On  loans . 

38,818 

971 

3,767 

7,699 

26,382 

63,680 

From  lease  financing  receivables  . 

1,253 

3 

22 

108 

1,120 

1,822 

On  balances  due  from  depositories . 

891 

9 

20 

56 

807 

1,580 

On  securities . 

6,704 

312 

1,106 

1,429 

3,856 

13,161 

From  assets  held  in  trading  account  . 

765 

0 

2 

16 

747 

2,496 

On  fed.  funds  sold  &  securities 

repurchased . 

1,224 

47 

127 

232 

818 

3,271 

Less:  Interest  expense . 

23,218 

584 

2,238 

4,107 

16,290 

41,831 

On  deposits . 

16,758 

562 

1,980 

2,692 

11,524 

29,925 

Of  federal  funds  purchased  & 

securities  sold  . 

2,623 

10 

135 

568 

1,910 

5,056 

On  demand  notes  &  other  borrowed 

money* . 

9,393 

41 

323 

2,403 

6,626 

16,894 

On  subordinated  notes  and  debentures  .  . 

656 

0 

3 

53 

599 

1,044 

Less:  Provision  for  losses  . 

3,233 

32 

226 

1,250 

1,724 

4,959 

Noninterest  income  . 

16,827 

390 

1,302 

3,036 

12,099 

27,367 

From  fiduciary  activities . 

2,152 

0 

251 

316 

1,584 

4,250 

Service  charges  on  deposits . 

3,189 

91 

271 

548 

2,280 

4,693 

Trading  revenue . 

1,089 

0 

8 

31 

1,050 

2,481 

From  interest  rate  exposures . 

489 

0 

8 

21 

460 

1,180 

From  foreign  exchange  exposures . 

516 

0 

(0) 

4 

512 

1,071 

From  equity  security  and  index  exposures  .  . 

78 

0 

(0) 

4 

74 

105 

From  commodity  and  other  exposures  .  .  . 

7 

0 

0 

3 

4 

126 

Total  other  noninterest  income . 

10,386 

299 

772 

2,130 

7,185 

15,932 

Gains/losses  on  securities . 

79 

2 

6 

35 

36 

256 

Less:  Noninterest  expense . 

26,503 

776 

2,498 

4,546 

18,683 

43,777 

Salaries  and  employee  benefits . 

10,308 

317 

1,091 

1,545 

7,355 

18,301 

Of  premises  and  fixed  assets  . 

3,328 

86 

316 

464 

2,462 

5,594 

Other  noninterest  expense . 

12,867 

373 

1,091 

2,538 

8,865 

19,882 

Less:  Taxes  on  income  before  extraord. 

items  . 

5,046 

105 

445 

979 

3,518 

8,313 

Income/loss  from  extraord.  items,  net 

of  taxes  . 

37 

2 

33 

3 

0 

44 

Memoranda: 

Net  operating  income  . 

8,520 

236 

941 

1,716 

5,627 

14,593 

Income  before  taxes  and  extraordinary  items  .  . 

13,619 

342 

1,391 

2,718 

9,168 

23,080 

Income  net  of  taxes  before  extraordinary 

items  . 

8,573 

237 

946 

1,739 

5,651 

14,767 

Cash  dividends  declared . 

5,439 

103 

422 

1,043 

3,871 

8,572 

Net  loan  and  lease  losses  . 

3,193 

24 

176 

1,025 

1,969 

4,765 

Charge-offs  to  loan  and  lease  reserve . 

4,176 

36 

243 

1,257 

2,640 

6,236 

Less  Recoveries  credited  to  loan  & 

lease  resv . 

982 

12 

67 

232 

670 

1,471 

Includes  mortgage  indebtedness 
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Year-to-date  income  and  expenses  of  national  banks  by  asset  size 
Through  September  30,  1997 

(Dollar  figures  in  millions) 


All 

national 

banks 

National  banks 

Memoranda 

All 

commercial 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Net  income  . 

$26,236 

$662 

$2,687 

$4,698 

$18,189 

$43,927 

Net  interest  income  . 

78,416 

2,228 

8,200 

15,755 

52,232 

129,805 

Total  interest  income  . 

146,465 

3,920 

14,609 

27,829 

100,106 

250,915 

On  loans  . 

114,225 

2,807 

10,880 

22,352 

78,185 

185,174 

From  lease  financing  receivables  . 

3,432 

9 

63 

292 

3,068 

4,979 

On  balances  due  from  depositories . 

2,546 

26 

55 

155 

2,309 

4,365 

On  securities . 

20,017 

941 

3,253 

4,316 

11,507 

39,198 

From  assets  held  in  trading  account  . 

2,195 

0 

5 

44 

2,146 

7,366 

On  fed.  funds  sold  &  securities 

repurchased . 

4,050 

136 

353 

671 

2,890 

9,833 

Less:  Interest  expense  . 

68,049 

1,692 

6,409 

12,074 

47,874 

121,110 

On  deposits  . 

48,824 

1,625 

5,700 

7,904 

33,595 

86,295 

Of  federal  funds  purchased  & 

securities  sold  . 

7,994 

26 

378 

1,624 

5,966 

14,948 

On  demand  notes  &  other  borrowed 

money* . 

9,393 

41 

323 

2,403 

6,626 

16,894 

On  subordinated  notes  and  debentures  .  . 

1,838 

0 

9 

142 

1,686 

2,972 

Less:  Provision  for  losses  . 

9,127 

108 

573 

3,570 

4,876 

14,269 

Noninterest  income  . 

47,693 

1,087 

3,583 

8,455 

34,569 

77,281 

From  fiduciary  activities . 

5,901 

1 

665 

913 

4,322 

11,897 

Service  charges  on  deposits . 

9,317 

260 

779 

1,591 

6,687 

13,649 

Trading  revenue  . 

2,914 

(0) 

19 

74 

2,821 

6,834 

From  interest  rate  exposures . 

1,285 

(0) 

19 

44 

1,222 

3,473 

From  foreign  exchange  exposures . 

1,501 

0 

(1) 

11 

1,490 

2,669 

From  equity  security  and  index 

exposures  . 

102 

0 

0 

11 

92 

353 

From  commodity  and  other  exposures  .... 

25 

0 

0 

8 

17 

339 

Total  other  noninterest  income . 

29,561 

826 

2,120 

5,877 

20,738 

44,901 

Gains/losses  on  securities . 

542 

3 

9 

66 

464 

974 

Less:  Noninterest  expense . 

76,340 

2,260 

7,291 

13,376 

53,414 

125,556 

Salaries  and  employee  benefits . 

30,500 

934 

3,196 

4,583 

21,787 

53,417 

Of  premises  and  fixed  assets  . 

9,750 

251 

916 

1,404 

7,180 

16,280 

Other  noninterest  expense . 

36,091 

1,076 

3,179 

7,389 

24,447 

55,860 

Less:  Taxes  on  income  before  extraord. 

items  . 

14,986 

289 

1,275 

2,635 

10,786 

24,353 

Income/loss  from  extraord.  items,  net 

of  taxes  . 

37 

2 

33 

3 

0 

44 

Memoranda: 

Net  operating  income  . 

Income  before  taxes  and  extraordinary  items  .  . 
Income  net  of  taxes  before  extraordinary 

items  . 

Cash  dividends  declared  . 

Net  loan  and  lease  losses  . 

Charge-offs  to  loan  and  lease  reserve . 

Less:  Recoveries  credited  to  loan  & 

lease  resv . 

25,849 

41,184 

26,199 

17,045 

8,919 

11,948 

3,029 

658 

949 

660 

310 

70 

113 

43 

2,648 

3,930 

2,654 

1,343 

463 

659 

196 

4,651 

7,330 

4,695 

2,968 

2,967 

3,660 

693 

17,891 

28,975 

18,189 

12,425 

5,419 

7,516 

2,097 

43,244 

68,236 

43,883 

26,428 

13,193 

17,637 

4,444 

*  Includes  mortgage  indebtedness 
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Quarterly  net  loan  and  lease  losses  of  national  banks  by  asset  size 

Third  quarter  1997 

(Dollar  figures  in  millions) 


National  banks 

Memoranda 

All 

Less  than 

$100 

$1  billion 

Greater 

All 

national 

$100 

million  to 

to  $10 

than  $10 

commercial 

banks 

million 

$1  billion 

billion 

billion 

banks 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Net  charge-offs  to  loan  and  lease  reserve  .... 

$3,193 

$24 

$176 

$1,025 

$1,969 

$4,765 

Loans  secured  by  real  estate . 

141 

2 

27 

9 

104 

202 

1-4  family  residential  mortgages  . 

82 

1 

23 

10 

48 

130 

Home  equity  loans  . 

24 

(0) 

1 

5 

19 

26 

Multifamily  residential  mortgages . 

0 

0 

0 

(0) 

(0) 

3 

Commercial  RE  loans  . 

12 

1 

2 

(5) 

15 

16 

Construction  RE  loans . 

(10) 

(0) 

0 

(1) 

0) 

(7) 

Farmland  loans  . 

2 

0 

1 

(0) 

2 

3 

RE  loans  from  foreign  offices . 

30 

0 

0 

(0) 

30 

30 

Commercial  and  industrial  loans  . 

396 

14 

32 

45 

305 

645 

Loans  to  individuals . 

2,580 

7 

114 

968 

1,490 

3,823 

Credit  cards  . 

1,997 

(3) 

71 

861 

1,067 

2,983 

Installment  loans . 

583 

10 

43 

107 

423 

840 

All  other  loans  and  leases  . 

76 

0 

2 

3 

71 

96 

Charge-offs  to  loan  and  lease  reserve  . 

4,176 

36 

243 

1,257 

2,640 

6,236 

Loans  secured  by  real  estate . 

279 

4 

38 

39 

199 

411 

1-4  family  residential  mortgages  . 

105 

2 

28 

14 

61 

169 

Home  equity  loans . 

34 

(0) 

1 

7 

26 

39 

Multifamily  residential  mortgages . 

4 

0 

1 

1 

3 

10 

Commercial  RE  loans  . 

86 

1 

6 

14 

65 

133 

Construction  RE  loans . 

15 

0 

1 

3 

11 

23 

Farmland  loans . 

3 

1 

1 

0 

2 

6 

RE  loans  from  foreign  offices  . 

31 

0 

0 

0 

31 

32 

Commercial  and  industrial  loans  . 

595 

20 

52 

74 

449 

996 

Loans  to  individuals . 

3,173 

11 

150 

1,135 

1,877 

4,638 

Credit  cards  . 

2,320 

(3) 

89 

971 

1,263 

3,438 

Installment  loans . 

853 

14 

61 

163 

615 

1,200 

All  other  loans  and  leases  . 

129 

0 

3 

10 

115 

190 

Recoveries  credited  to  loan  and  lease  reserve  . . 

982 

12 

67 

232 

670 

1,471 

Loans  secured  by  real  estate . 

138 

2 

10 

30 

95 

210 

1-4  family  residential  mortgages  . 

24 

1 

5 

4 

13 

39 

Home  equity  loans  . 

10 

0 

0 

2 

7 

12 

Multifamily  residential  mortgages . 

4 

0 

0 

1 

3 

7 

Commercial  RE  loans  . 

74 

1 

4 

19 

50 

116 

Construction  RE  loans . 

25 

0 

1 

3 

20 

30 

Farmland  loans  . 

1 

0 

0 

0 

0 

3 

RE  loans  from  foreign  offices . 

1 

0 

0 

0 

1 

2 

Commercial  and  industrial  loans . 

593 

4 

36 

166 

387 

815 

1  nans  fn  individuals  . 

593 

4 

36 

166 

387 

815 

Credit  cards  . 

323 

(D 

17 

110 

196 

455 

Installment  loans  . 

270 

4 

18 

56 

192 

360 

All  other  loans  and  leases  . 

53 

0 

2 

7 

44 

94 
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Year-to-date  net  loan  and  lease  losses  of  national  banks  by  asset  size 

Through  September  30,  1997 

(Dollar  figures  in  millions) 


All 

national 

banks 

National  banks 

Memoranda 

All 

commercial 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

Number  of  institutions  reporting . 

2,624 

1,415 

1,018 

150 

41 

9,215 

Net  charge-offs  to  loan  and  lease  reserve  .... 

8,919 

70 

463 

2,967 

5,419 

13,193 

Loans  secured  by  real  estate . 

288 

5 

38 

19 

226 

483 

1-4  family  residential  mortgages  . 

223 

2 

30 

22 

168 

333 

Home  equity  loans  . 

82 

0 

2 

15 

65 

103 

Multifamily  residential  mortgages . 

2 

0 

1 

(1) 

2 

13 

Commercial  RE  loans  . 

(28) 

1 

4 

(10) 

(22) 

(D 

Construction  RE  loans  . 

(30) 

(0) 

1 

(6) 

(25) 

(13) 

Farmland  loans  . 

1 

0 

0 

(1) 

1 

2 

RE  loans  from  foreign  offices . 

37 

0 

0 

0 

37 

47 

Commercial  and  industrial  loans  . 

840 

28 

83 

114 

615 

1,394 

Loans  to  individuals . 

7,661 

38 

337 

2,818 

4,469 

11,108 

Credit  cards  . 

5,939 

12 

223 

2,502 

3,201 

8,656 

Installment  loans  . 

1,722 

26 

113 

316 

1,268 

2,451 

All  other  loans  and  leases  . 

131 

0 

5 

16 

110 

208 

Charge-offs  to  loan  and  lease  reserve  . 

11,948 

113 

659 

3,660 

7,516 

17,637 

Loans  secured  by  real  estate . 

756 

11 

68 

107 

570 

1,161 

1-4  family  residential  mortgages  . 

297 

5 

43 

35 

214 

451 

Home  equity  loans . 

112 

0 

3 

20 

88 

139 

Multifamily  residential  mortgages . 

17 

0 

2 

3 

13 

36 

Commercial  RE  loans  . 

233 

3 

16 

42 

172 

385 

Construction  RE  loans . 

45 

1 

3 

6 

35 

78 

Farmland  loans  . 

6 

1 

1 

1 

3 

14 

RE  loans  from  foreign  offices . 

46 

0 

0 

0 

46 

58 

Commercial  and  industrial  loans  . 

1,433 

47 

137 

216 

1,033 

2,425 

Loans  to  individuals . 

9,401 

56 

444 

3,298 

5,603 

13,525 

Credit  cards  . 

6,864 

16 

275 

2,812 

3,761 

9,985 

Installment  loans  . 

2,538 

40 

169 

486 

1,842 

3,540 

All  other  loans  and  leases  . 

357 

0 

9 

39 

310 

525 

Recoveries  credited  to  loan  and  lease  reserve  .  . 

3,029 

43 

196 

693 

2,097 

4,444 

Loans  secured  by  real  estate . 

469 

6 

30 

88 

344 

678 

1-4  family  residential  mortgages  . 

74 

2 

13 

13 

45 

118 

Home  equity  loans . 

29 

0 

1 

5 

23 

36 

Multifamily  residential  mortgages  . 

16 

0 

1 

4 

11 

24 

Commercial  RE  loans  . 

261 

2 

12 

53 

194 

386 

Construction  RE  loans  . 

75 

1 

3 

11 

60 

91 

Farmland  loans  . 

5 

1 

1 

2 

2 

12 

RE  loans  from  foreign  offices . 

9 

0 

0 

0 

9 

11 

Commercial  and  industrial  loans  . 

594 

19 

54 

102 

418 

1,032 

Loans  to  individuals . 

1,740 

18 

108 

480 

1,135 

2,418 

Credit  cards  . 

925 

4 

52 

310 

560 

1,329 

Installment  loans . 

815 

14 

56 

170 

575 

1,089 

All  other  loans  and  leases  . 

226 

0 

4 

23 

200 

317 
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Number  of  national  banks  by  state  and  asset  size 
September  30,  1997 

(Dollar  figures  in  millions) 


All  institutions 


Alabama  . 

Alaska . 

Arizona  . 

Arkansas  . 

California . 

Colorado  . 

Connecticut . 

Delaware  . 

District  of  Columbia 

Florida  . 

Georgia  . 

Hawaii . 

Idaho . 

Illinois  . 

Indiana  . 

Iowa  . 

Kansas  . 

Kentucky  . 

Louisiana  . 

Maine  . 

Maryland  . 

Massachusetts  .  . 

Michigan  . 

Minnesota  . 

Mississippi  . 

Missouri  . 

Montana  . 

Nebraska . 

Nevada  . 

New  Hampshire  .  . 
New  Jersey  .... 

New  Mexico . 

New  York . 

North  Carolina  .  .  . 
North  Dakota  .  .  . 

Ohio  . 

Oklahoma  . 

Oregon  . 

Pennsylvania  .... 
Rhode  Island  .  .  . 
South  Carolina  .  .  . 
South  Dakota  .  .  . 

Tennessee  . 

Texas  . 

Utah  . 

Vermont  . 

Virginia  . 

Washington  .... 
West  Virginia  .  . 

Wisconsin  . 

Wyoming  . 

U  S  territories 


All 

national 

banks 


National  banks 

Memoranda 

Less  than 

$100 

$1  billion 

Greater 

All 

$100 

million  to 

to  $10 

than  $10 

commercial 

million 

$1  billion 

billion 

billion 

banks 

1,415 

1,018 

150 

41 

9,215 

17 

16 

0 

1 

176 

1 

0 

2 

0 

6 

4 

3 

5 

1 

39 

25 

36 

1 

0 

225 

47 

49 

1 

3 

339 

60 

26 

3 

0 

216 

3 

4 

0 

0 

26 

4 

8 

5 

3 

38 

1 

4 

0 

0 

6 

40 

37 

9 

1 

272 

27 

30 

1 

0 

347 

0 

1 

0 

0 

14 

0 

1 

0 

0 

15 

117 

100 

11 

3 

792 

11 

24 

8 

0 

192 

33 

18 

2 

0 

455 

92 

25 

1 

0 

406 

41 

23 

5 

0 

271 

11 

9 

5 

0 

162 

1 

5 

0 

0 

19 

4 

15 

2 

0 

83 

6 

10 

0 

2 

49 

17 

19 

2 

1 

160 

85 

45 

3 

2 

518 

10 

12 

2 

0 

107 

24 

17 

5 

0 

408 

19 

1 

2 

0 

96 

80 

17 

3 

0 

327 

3 

0 

4 

0 

25 

1 

6 

1 

0 

21 

2 

18 

4 

1 

69 

8 

9 

2 

0 

56 

26 

33 

5 

2 

156 

2 

5 

0 

3 

58 

11 

8 

1 

0 

118 

48 

44 

11 

5 

242 

85 

29 

3 

0 

323 

1 

2 

0 

0 

41 

35 

68 

7 

5 

214 

0 

0 

1 

0 

7 

11 

11 

1 

0 

80 

14 

7 

2 

1 

111 

10 

22 

7 

2 

234 

285 

119 

10 

3 

847 

4 

1 

2 

1 

48 

5 

5 

1 

0 

21 

7 

20 

2 

1 

153 

13 

6 

0 

0 

81 

20 

19 

3 

0 

109 

32 

26 

3 

0 

364 

12 

5 

2 

0 

54 

0 

0 

0 

0 

19 

2,624 


34 

3 

13 

62 

100 

89 

7 

20 

5 
87 
58 

1 

1 

231 

43 

53 

118 

69 

25 

6 
21 
18 
39 

135 

24 
46 
22 

100 

7 

8 

25 

19 
66 
10 

20 
108 
117 

3 

115 

1 

23 

24 

41 
417 

8 

11 

30 

19 

42 
61 
19 

0 
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Total  assets  of  national  banks  by  state  and  asset  size 

June  30,  1997 

(Dollar  figures  in  millions) 


All 

national 

banks 

National  banks 

Memoranda 

All 

commercial 

banks 

Less  than 
$100 
million 

$100 
million  to 
$1  billion 

$1  billion 
to  $10 
billion 

Greater 
than  $10 
billion 

All  institutions . 

.  $2,760,008 

$70,937 

$262,318 

$481,115 

$1,945,638 

$4,869,450 

Alabama  . 

.  33,879 

953 

3,299 

0 

29,627 

95,732 

Alaska  . 

.  4,158 

53 

0 

4,105 

0 

4,791 

Arizona  . 

.  35,036 

91 

1,115 

19,728 

14,101 

38,412 

Arkansas  . 

.  11,407 

1,478 

8,106 

1,823 

0 

27,865 

California  . 

.  375,726 

2,227 

12,255 

4,916 

356,328 

470,565 

Colorado . 

.  20,055 

3,010 

4,786 

12,259 

0 

32,440 

Connecticut . 

.  815 

200 

615 

0 

0 

4,710 

Delaware . 

.  77,892 

282 

2,250 

19,396 

55,963 

121,873 

District  of  Columbia  . 

.  884 

29 

855 

0 

0 

959 

Florida  . 

.  78,443 

2,348 

11,370 

23,047 

41,678 

112,121 

Georgia . 

.  14,860 

1,561 

8,224 

5,075 

0 

65,660 

Hawaii . 

.  283 

0 

283 

0 

0 

22,499 

Idaho  . 

.  165 

0 

165 

0 

0 

1,243 

Illinois  . 

.  153,183 

5,853 

25,639 

38,999 

82,693 

257,390 

Indiana  . 

.  40,308 

496 

7,540 

32,272 

0 

65,151 

Iowa  . 

.  15,074 

1,639 

4,476 

8,959 

0 

42,455 

Kansas  . 

.  12,156 

3,915 

6,566 

1,675 

0 

29,608 

Kentucky . 

.  25,070 

2,322 

3,879 

18,869 

0 

54,035 

Louisiana  . 

.  28,893 

548 

2,468 

25,877 

0 

45,894 

Maine  . 

.  1,558 

61 

1,497 

0 

0 

5,338 

Maryland  . 

.  15,695 

225 

5,164 

10,306 

0 

33,979 

Massachusetts  . 

.  112,992 

332 

2,413 

0 

110,247 

167,165 

Michigan  . 

.  30,858 

938 

3,645 

1 1 ,434 

14,841 

117,745 

Minnesota  . 

.  109,424 

3,946 

11,280 

8,455 

85,744 

128,370 

Mississippi  . 

.  15,296 

575 

2,533 

12,188 

0 

32,407 

Missouri  . 

.  25,970 

1,199 

4,724 

20,047 

0 

64,946 

Montana  . 

.  3,466 

620 

118 

2,727 

0 

8,850 

Nebraska . 

.  14,455 

3,556 

3,753 

7,147 

0 

25,125 

Nevada  . 

.  17,558 

105 

0 

17,452 

0 

24,492 

New  Hampshire . 

.  4,803 

41 

1,540 

3,221 

0 

10,545 

New  Jersey . 

.  40,591 

173 

5,725 

10,126 

24,567 

74,159 

New  Mexico . 

.  7,032 

377 

2,419 

4,236 

0 

10,927 

New  York . 

.  327,311 

1,712 

11,595 

8,725 

305,279 

1,117,561 

North  Carolina  . 

.  344,144 

132 

2,280 

0 

341,732 

395,537 

North  Dakota . 

.  4,090 

426 

2,404 

1,260 

0 

8,755 

Ohio  . 

.  189,034 

2,482 

15,996 

29,624 

140,933 

230,992 

Oklahoma  . 

.  19,389 

4,395 

6,686 

8,308 

0 

33,488 

Oregon  . 

.  361 

96 

265 

0 

0 

5,524 

Pennsylvania . 

.  211,973 

1,874 

19,622 

9,359 

181,119 

253,092 

Rhode  Island  . 

.  3,417 

0 

0 

3,417 

0 

10,488 

South  Carolina . 

.  3,881 

586 

2,023 

1,273 

0 

16,623 

South  Dakota  . 

.  22,557 

434 

1,702 

5,664 

14,757 

29,902 

Tennessee  . 

.  52,297 

778 

5,811 

22,334 

23,374 

73,721 

Texas  . 

.  166,973 

13,848 

25,755 

28,525 

98,845 

223,247 

Utah  . 

.  21,224 

261 

199 

7,515 

13,249 

37,431 

Vermont  . 

.  3,530 

337 

1,303 

1,891 

0 

7,169 

Virginia  . 

.  22,820 

387 

4,357 

7,513 

10,562 

85,212 

Washington  . 

.  1,730 

438 

1,292 

0 

0 

11,444 

West  Virginia  . 

.  12,716 

1,175 

4,992 

6,548 

0 

21,442 

Wisconsin  . 

.  19,104 

1,779 

6,507 

10,818 

0 

68,080 

Wyoming  . 

.  5,474 

647 

826 

4,001 

0 

8,262 

U.S.  territories  . 

.  0 

0 

0 

0 

0 

34,025 
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